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GERMAN WAR FINANCE 
I 


For some years the Imperial government and the Reichsbank 
had been preparing for just such a crisis as that of August, 1914. 
As the plans for military mobilization had been prepared in detail, 
so in the same way the plans for financial mobilization had been 
carefully worked out, hinging on a credit system of such elasticity 
that it could cope with the suddenly increased call for credit which 
would mark the beginning of a war." The Reichsbank, through 
its power to issue notes, was to provide the means of payment to 
cover the expenses of mobilization and also to quiet the panic and 
tide industrial life over the disturbances incidental toa war. There 
was much discussion as to whether or no the bank regulation 
requiring the redemption of the bank notes in gold should be 
suspended. The general opinion of financial writers was that a 
war should be carried on with irredeemable paper money. Provi- 
sion was to be made for institutions which should grant loans on 
security and relieve the Reichsbank of such business. Loans were 
to be relied upon to meet the actual war expenses after mobilization. 

*See Karl Helfferich, Das Geld im russisch-japanischer Kriege (Berlin: Ernst 
Siegfried Mittler u. Sohn, 1906); J. Riesser, Finansielle Kriegsbereitschaft und Kriegs- 
fihrung (Jena: Gustav Fisher, 1909 and 1913); Moritz Strdll, “Uber das deutsche 
Geldwesen im Kriegsfalle,’’ Schmoller’s Jahrbuch, XXIII (1899). 
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The general outline of such a plan was well known to the public. 
The details could only be guessed, but as Dr. Stréll wrote: “They 
have been long decided upon. It would be an insult to the Imperial 
officials to believe otherwise.’ 

If the Reichsbank were issuing great quantities of notes, a large 
gold reserve would help to maintain public confidence in the paper 
money. President Haverstein adopted a policy of gold concentra- 
tion. He greatly increased the business of buying gold bills and 
credits payable in foreign countries, to avoid sending gold abroad 
to pay international balances. To keep the gold in the bank an 
endeavor was made to accustom the public to more paper money 
than they had been using. With this aim the law of 1906 allowed 
the Reichsbank to issue notes of 50 and 20 marks. Previously the 
issues had been restricted to denominations of 1,000, 500, 200, and 
100 marks. In 1909 the bank notes were made full legal tender, 
but of course they were at that date still redeemable in gold on de- 
mand. The Reichsbank also brought pressure to bear upon the banks 
of deposit to keep larger balances with it. The panic of 1907, and 
the disturbances on the Bourse and in the financial world during 
the Morocco affair of 1905 and the Second Balkan War of 1912, 
showed that this system of making the Reichsbank the holder of 
the metallic reserve and the regulator of the monetary affairs of 
Germany must be energetically continued. 

Before the war one heard many doubts cast upon the existence 
of the Imperial “war treasure,” or “‘war chest,” which was supposed 
to be kept in the Julius Tower at Spandau, near Berlin. That it 
did exist we have now no doubt. It is distinctly mentioned in the 
Report of the Reichsbank for 1914, and in the various accounts of the 
German war finance. It had been an old Prussian tradition to 
maintain a state treasure in minted money. When the Empire 
was established, Prussia gave up her treasure, but it was carried 
on by the Imperia! government. From the French war indemnity 


* Bank-Archiv, XIII, No. 2 (October 15, 1913), p. 18. 

2 In 1907 such bills were bought to the amount of 268.1 million marks; in 1913, 
to the amount of 832.5 million marks. 

3 Report of the Reichsbank for 1914, translation in Bankers’ Magazine, London, 
October, 1915. 
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120 million marks in gold coin were set aside in the Julius Tower 
for an Imperial ‘war treasure.”’ It was under the management 
of the Chancellor and the Imperial Debt Commission, and was only 
to be used for mobilization with the consent of the Reichstag.' 
In July, 1913, this treasure was increased by the passage of a law 
providing for an additional 120 million marks in gold to be obtained 
by the sale of Imperial treasury notes.? Of this amount, 85 million 
marks had been collected before the war, so that in July, 1914, there 
was a “‘war treasure” of 205 million marks in gold in the Julius 
Tower. 

In 1913 also, a special tax, the Wehrbeitrag—contribution to 
the national defense—was imposed for the purpose of increasing 
the army. This was a non-recurring tax imposed on property and 
incomes.’ It was estimated that it should net 1,000 million marks. 
The assessments were to be met in three instalments payable in 
1914, 1915, and 1916. In the spring of 1914, some 300 million 
marks were paid in to the Imperial Treasury. It has not been 
possible to find figures for the amount received in 1915, if anything 
has been received. 

The Reichsbank and the government worked together on these 
plans for financial mobilization. The connection between the two 
has always been close, although the bank is owned by private 
shareholders and not by the government. The management, 
however, it will be remembered, is controlled by the Chancellor, 
the active business being carried on by the president and the bank 


* J. Jastrow, Im Kriegszustand (Berlin: Georg Reimer, 1914), p. 24. 
2 Law of July 3, 1913, Reichsgesetzblatt (“Imperial Gazette”’), p. 521. 


3 The purpose of this tax was to provide funds for the addition of some 80,000 men 
to the army and for military works. The tax on property began at 10,000 marks, or 
if the property-owner’s income was less than 4,000 marks a year, at 30,000 marks, and 
if the income was less than 2,000 marks, at 50,000 marks. For the first 50,000 marks 
the tax was 0.15 per cent, rising by degrees to 1.5 per cent on property over 5,000,000 
marks. There was also a tax on incomes. This commenced with a tax of 1 per cent 
on incomes between 5,000 and 10,000 marks, rising to 8 per cent on incomes over 
500,000 marks. When this income tax was being assessed, income from property 
was not taxed. This income was estimated as 5 per cent of the property, and only 
what remained of the income above this amount was subject to taxation. Reductions 
in the tax were made for large families, especially where several sons had performed 
military service. 
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directors, who are appointed for life by the Emperor at the sugges- 
tion of the Bundesrat. The shareholders are represented by a 
committee, the Zentral-Ausschuss, elected from their numbers, 
which has certain advisory powers." 


II 


The Sarejevo tragedy, June 28, 1914, caused a pronounced weak- 
ness on the Berlin Bourse, especially in securities controlled by 
Vienna. But the situation in the money market remained fairly 
favorable, the private discount rate for the last week in June 


* The Reichsbank is intended eventually to have a monopoly of the note issue. 
This privilege is at present shared with four banks, the banks of Saxony, Baden, 
Bavaria, and Wiirttemberg, which have retained their privileges from before 1870. 
The Reichsbank was largely modeled after the Bank of England; but to avoid the 
suspension of the Bank act in times of panic, the regulations concerning the note issue 
were changed. The Reichsbank issues notes without direct limitation according to the 
requirements of its business. No limit is fixed for the aggregate amount of notes 
issued; but the possible total of notes which may be issued without being covered by 
cash is fixed at 550 million marks, which sum may be increased at the end of the quar- 
ters, March, June, September, and December, when business is particularly active, 
to 750 million marks. This is the so-called “contingent” circulation. Any notes 
issued beyond this limit and not covered by cash, must pay a tax of 5 per cent per 
annum. There is the further indirect limitation that in all cases one-third of the 
notes issued must always be covered by cash, i.e., German coin, gold bullion, or 
foreign coin 1,392 marks to the pound fine, and Imperial treasury notes. The other 
two-thirds must be covered by commercial paper having not more than three months 
to run and bearing at least two, and as a rule three, names. Thus, if at a certain 
date, say in January, the Reichsbank had 1,000 million marks in cash, it could issue 
3,000 million marks in notes. Of this amount 1,550 million marks would be tax-free, 
but on the balance a tax of 5 per cent would have to be paid. 

Bank act of March 14, 1875 and June 1, 1909: 

Sec. 17. “The Reichsbank must hold in its vaults, as cover for the outstanding 
notes, at least one-third their amount in legal German money, Imperial treasury notes, 
gold in bar or foreign money, 1,392 marks to the pound fine, and the rest in discounted 
bills which have not more than three months to run and which as a rule bear three 
names and always at least two; or checks which bear at least two signatures of known 
responsible persons.” 

Sec. 9. “Banks with a note circulation exceeding their cash reserves and the 
amount of notes assigned to them are from January 1, 1875, on, to pay to the Imperial 
Treasury a tax of 5 per cent annually on the surplus.” 

Authorized note issue of German banks: 
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being 2% per cent. The industrial demand for capital was small 
and the Reichsbank officials pointed out that this was an opportune 
time to increase reserves. The Berlin banks were asked to raise 
their reserves to 10 per cent of their total liabilities, nearly double 
the amount usually held, and the provincial banks to 8 per cent. 
This increase was urged as a precaution against hard times, but it 
would naturally be a factor of strength in case of war. 

During July, the Bourse quotations fluctuated because the pub- 
lic was nervous and there were large orders to sell while very few 
persons were buying. The ultimatum of Austria to Serbia was 
sent on July 22. On July 23, the panic broke in Berlin when the 
business world realized that there was no longer the possibility of 
localizing the war. Securities listed on the Berlin Bourse fell 
heavily. On July 25, the Coulisse in Paris, and on July 27, the 
stock exchanges at Vienna and Budapest were closed. In Berlin 
there was at first no talk of closing the Bourse; but heavy foreign 
orders to sell were continuously received and securities fell from 
6 to 20 per cent. On July 28, war was declared between Austria 
and Serbia. On July 29, all but cash business was suspended on 
the Bourse, and on July 31, after the declaration of a state of war 
at one o’clock in the afternoon, quotations ceased altogether. An 
arrangement among the bankers provided for an extension of the 
July settlements and of the credits which had been granted in 
connection with them.' The quotations failed to appear in the 
evening papers, but to allay the panic that this might cause, the 
Reichsbank had notices posted to the effect that it would, as pre- 
viously, grant loans on security. This business was later taken 
over by the Darlehnskassen which were established for the purpose. 

Meantime the price of foreign exchange had been rising, espe- 
cially exchange on Paris and London. Both these markets lend 
extensively in Germany. With the certainty of war they called 
in their debts, thus creating in Berlin a great demand for bills on 
London, for such bills are the common medium of international 
payments. At the same time trade had to a considerable extent 


* The management of the Bourse postponed the monthly settlements from month 
to month until May, 1915, when arrangements were made to have them gradually 
settled. See Bank-Archiv, XIV, No. 15 (May 1, 1915), p. 257. 
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ceased, and with the cessation of the export trade the means of 
supplying new bills on London was extinguished. On July 25, 
1914, exchange on London was selling at 20.57 (par 20.42), the 
highest point it had ever reached; but by August 1, it was merely 
nominal, there being practically no bills on London to be had. 

The demand on the banks became heavy toward the end of 
July. Depositors withdrew their accounts, the usual tendency in 
a panic to hoard hard money, and especially gold, manifesting itself. 
After July 28, the private banks ceased paying gold and people 
flocked to the Reichsbank to have bank notes redeemed in gold. 
On August 1, the Reichsbank notices appeared on the advertising 
pillars of Berlin, calling the attention of the public to the fact that 
since the law of 1909 had made the Reichsbank notes full legal 
tender they were as good as gold in making payments, and so it was 
quite useless to change them into gold. On the afternoon of the 
same day the Reichsbank ceased to redeem its notes. This action 
was later legalized by the Reichstag." 

How great the run on the banks was it is difficult to say, but 
there was a decided fall in the gold reserve of the Reichsbank. It 
fell from 1,357 million marks on July 23, to 1,253 million marks on 
July 31, a reduction of 103 million marks in one week. Altogether 
the total withdrawals of cash from the Reichsbank for the week 
were 1,050 million marks greater than during the corresponding 
week in 1913. On August 3, 7,000 persons withdrew 935,000 marks 
from the Berlin savings banks and on August 4, 865,000 marks 
were withdrawn.? That there was some dissatisfaction with the 
action of the banks seems certain. In a report from Hannover 
there is a complaint that “from the first moment of mobilization 
our great banks proved themselves unworthy of their task. They 
abused their power in a manner almost criminal. How otherwise 
can we judge the fact that on August 1, they refused to pay deposits, 
and then declared themselves ready to pay 10 per cent and later 
5 per cent ?”’ 

* Law concerning Imperial treasury notes and Reichsbank notes, August 4, 1914, 
Reichsgesetzblatt, p. 347, sec. 3. 

2 Report of the Savings Banks for 1914. The total deposits in the Berlin savings 
banks on August 1 were 400 million marks. 

3 Archiv fiir Sozialwissenschaft, December, 1914, p. 75. 
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The hoarding of coin resulted in a currency stringency, small 
coin disappearing from circulation. The Reichsbank had difficulty 
in supplying the small currency needed in business. In July, 1913, 
the Chancellor had been authorized to coin 120 million marks in 
silver. Some 6 million marks of this amount had been coined since 
that date and was now put in circulation through the Reichsbank. 
The government also deposited in the bank 5.8 million marks of 
token money and 35 million marks of Imperial treasury notes in 
denominations of ten marks.’ But in spite of these additions the 
bank’s stock of small money fell from 344 million marks on July 23, 
to 18.6 million marks on October 7, 1914. The demand for small 
currency was so urgent that some municipalities issued 50-pfennig 
and 1-mark notes, and large factories resorted to their own printed 
promises to pay. Some 6.3 million marks of such paper was issued, 
but it had all been called in by the end of September, 1914.7 It was 
only after the order of the Bundesrat, on August 31, permitted 
Darlehnkassen notes of small denominations that it was possible 
gradually to supply the need for divisional money. 


III 


The Reichstag met on August 4, 1914, and passed the war 
measures presented by the government without discussion. It 
is interesting to note as evidence of preparedness that although the 
bills were first presented to the Reichstag on August 4, many of 
the printed copies which were posted that evening in Berlin bore 
the date August 2. 

The first step was to provide the Reichsbank with a broad basis 
for the issue of large amounts of paper money. To maintain public 
confidence in this paper and to facilitate the settling of affairs 
at the end of the war, a large gold reserve was considered essential. 
To avoid any possible drain on this reserve with the danger that 


t Dr. S. Buff, Annalen des Deutschen Reichs, No. 2/3 (April, 1915), p. 106. 

2 Buff, op. cit., p. 108. 

3 Reichsgesetzblati, p. 393. Authorized denominations of 1 and 2 marks. Further 
provision for small notes was made later. On March 22, 1915 (ibid., p. 179), a further 
issue of Imperial treasury notes in denominations of ten marks was authorized and 
at the same time the Reichsbank was allowed to issue its notes in denominations of 
ten marks. 
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the gold might be sent abroad, the Imperial treasury notes were 
made legal tender;* and at the same time the Imperial Treasury 
and the Reichsbank were relieved of the obligation of redeeming 
their notes in gold.?_ The four private banks might redeem their 
notes in notes of the Reichsbank.s The Imperial Treasury need 
no longer change silver, copper, and nickel coin for gold, but might 
give Imperial treasury notes or Reichsbank notes for divisional 
money brought to its offices.‘ 

The Bank act was technically speaking not suspended, because 
the regulation concerning the one-third cash cover for the notes 
remained in force; but the constituents of this cash were changed 
to include the Darlehnskassen notes. The term “commercial 
paper,” by which the other two-thirds of the notes must be covered, 
was extended to include Imperial treasury bills and Imperial bonds 
falling due within three months.’ The 5 per cent tax on all issues 
above the amount of the cash plus the contingent circulation was 
suspended.® 

As we have mentioned, the basis for the note issues was broad- 
ened through the note issues of the Darlehnskassen (loan bureaus). 
These credit institutions originated in Prussia in 1848 and their 
popularity was so great that they were revived during the wars of 
1866 and 1870. They were designed for the purpose of relieving 
the need for credit and especially of granting loans to persons wish- 
ing to raise money on securities or merchants’ stocks, which is 
always a difficult thing to do in time of panic or depression.’ While 
the German plan necessitated facilities for granting such loans, it 
was essential that they should not press the Reichsbank, which 
must keep its assets as liquid as possible. These Darlehnskassen 
may be established in any town within the Empire where there is 


* Law concerning Imperial treasury notes and Reichsbank notes, August 4, 1914. 
Reichsgesetzblatt, p. 347, sec. 1. 

2 Ibid., sec. 2. 3 Ibid., sec. 3. 

4 Law concerning the alteration of the Mint act, August 4, 1914, ibid., p. 325, 


sec. I. 
5 Law concerning the alteration of the Bank act, August 4, 1914, ibid., p. 325, secs. 


2 and 3. 
* Law concerning the alteration of the Bank act, August 4, 1914, sec. 1. 


7 Darlehnskassen act, August 4, 1914, Reichsgesetzblatt, p. 340, sec. 1. 
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a branch of the Reichsbank, if the Chancellor thinks it necessary. 
They may have branches in the smaller neighboring villages. By 
the end of December, 1915, 99 Darlehnskassen had been founded 
with 149 branches. 

For the whole amount of the loan granted by these bureaus 
to the various borrowers, a particular form of money known as 
Darlehnskassen notes is issued.‘ They are to be taken at their 
face value by all Imperial and state public offices, but are not com- 
pulsory legal tender. The total amount to be issued was at first 
limited to 1,500 million marks, but the Bundesrat was given the 
right to increase the amount and has raised it to 3,000 million 
marks.2 These notes were at first issued in denominations of 
5, 10, 20, and 50 marks,} and later of 1 and 2 marks.‘ As cover for 
issues of the Reichsbank they are on an equality with Imperial 
treasury notes.5 

The loans are made in amounts of not less than 100 marks and 
are, under ordinary conditions, not to run for more than three 
months. In unusual circumstances they may be granted for six 
months.® As security,’ the Darlehnskassen may accept the pledge 
of goods, agricultural, mineral, or industrial products, located 
within the Empire. These are to be valued at one-half, or in excep- 
tional cases at two-fifths, of their value, according to the possibility 
of selling them. Such goods when pledged are not transferred 
to the Darlehnskassen but are marked with a special stamp. 
Securities issued by the Empire, by a German state, or by a cor- 
poration, joint stock company, or limited partnership, in accordance 
with the legal regulations, may also be accepted at a deduction 
from their face value. Other securities may serve, if passed upon 
by the general administrative board. If such goods or security 
are subject to fluctuations ia price the loan must be guaranteed 
by a third person. Promises to pay of the Imperial government 

* Tbid., sec. 2. 

2 November 11, 1914, Reichsgesetsblatt, p. 475. 

3 Darlehnskassen act, August 4, 1914, sec. 18. 

4 Law of August 31, 1914, Reichsgesetzblatt, p. 393. 

5 Darlehnskassen act, August 4, 1914, sec. 2. 

6 Thid., sec. 3. 7 Ibid., sec. 4. © Tbid., sec. 5. 
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or of a German state may also be used as security, in which case 
they are to be registered with the Department of Public Accounts. 
If the loan or the interest is not paid when due, or if the borrower 
goes into bankruptcy, the Darlehnskassen have the right to sell 
the security without recourse to the courts.?. The rate of interest 
as a rule is not to be higher than the published rate at which the 
Reichsbank buys bills.’ 

The Darlehnskassen are under the general control of the Reichs- 
bank officials but in no way connected with the usual business of 
the bank. The general administrative board in Berlin receives 
detailed instructions from the Chancellor as to the methods of 
business to be followed. Each Darlehnskasse also has a board 
of directors consisting of men with business experience. Two 
members of the board act as managers for alternate weeks. On 
each board there is an Imperial representative appointed by the 
Chancellor. It is his duty to be conversant with the entire business 
of the Darlehnskasse and to fix the amount to be lent on various 
securities within limits set by the Chancellor, and also to decide 
what loans shall be granted. After the cost of administration has 
been met, the profits of the Darlehnskassen are to be put aside 
to cover any possible deficit and to be ready for the redemption of 
the notes, which are to be withdrawn after peace is established. 
Any ultimate balance is to go to the Imperial Treasury.‘ 

Thus the basis for the issue of notes was extended, provision was 
made for keeping the gold reserve intact, and ample credit facilities 
were furnished. But although the government and the larger 
business houses were well cared for by the Reichsbank, and the 
Darlehnskassen looked after those who wished to raise money on 
securities or merchants’ stocks, neither could be of help to the 
smaller tradespeople or to those who could only give their personal 
notes as security. In consequence there arose a demand for 
Kriegskredit banks. In Berlin, the large private banks and espe- 
cially the Dresdner and Deutsche banks declared themselves 
ready to co-operate with the Board of Trade to establish such 


t Darlehnskassen act, August 4, 1914, secs. 6 and 7. 
2 Ibid., secs. 9, 10, 11. 4 Ibid., secs. 12-16. 
3 Ibid., sec. 8. 5 Ibid., secs. 17, 18. 
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credit institutions. They guaranteed a certain capital and then 
the Reichsbank was willing to discount to four or five times the 
amount of the guaranty. The Kriegskredit bank for Berlin was 
established on August 15, 1914, and by the end of 1915 there were 
38 such institutions in various towns in Germany with capitals 
ranging from 18 million marks in Berlin, to 200,000 marks in Hildes- 
heim. The capital was partly furnished by the state, as in Saxony, 
or by the municipality, as in Frankfurt, and partly by the boards 
of trade and other industrial organizations. The institutions are 
managed by a committee elected by the organizations which have 
subscribed to the capital. They have no power to issue notes, 
but carry on their business through the aid of the Reichsbank. 
They discount bills which arise in the ordinary course of business 
and also grant book credits. For example, a firm draws on a 
customer with his permission, discounts the acceptance at the 
Kriegskredit bank, which rediscounts it at the Reichsbank. This 
gives the Reichsbank three signatures, that of the drawer, the 
acceptor, and the Kriegskredit bank. Or the firm may get a loan 
in the form of a book credit against which it can draw on the 
Kriegskredit bank, by mortgaging to the bank a sufficient amount 
of good outstanding debt. In this case the Kriegskredit bank 
discounts its own acceptance at the Reichsbank. These banks will 
also lend on personal promissory notes if the borrower can find two 
well-known persons to guarantee the loan." 

The municipalities too have established credit institutions to 
help the small retailers and handworkers through their co-operative 
associations. These associations and other interested persons sub- 
scribe to a guaranty fund and the city then subscribes usually twice 
the amount of this fund. Loans are made on much the same terms 
as at the Kriegskredit banks except that they are usually for smaller 
sums. There is a credit commission made up of city officials and 
others who investigate the requests for credit. Rediscounts are 
obtained from the Kriegskredit banks and from the Reichsbank. 

The Darlehnskassen will not accept mortgages as security, but 
money may be raised upon such security at the mortgage banks 
which have long been well established in Germany. They will lend 

* Bank-Archiv, XIII, No. 23 (September 1, 1914), p. 383. 
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up to 50 per cent of the face value of first mortgages held by private 
persons, after investigation has proved that the loan is not to be 
used for purposes of speculation. 

Thus with thorough German efficiency provision has been made 
for granting credit to all persons who have any claim to it down to 
the humblest handworker. It is thus that Germany has been able 
to avoid a general moratorium; but though thus avoiding one 
evil, it has been led into a much greater one, in the form of un- 
limited issues of irredeemable paper money. 


Much is made in current German publications of the fact that 
Germany is the only nation at war which has not resorted to a 
moratorium. To quote Dr. Riesser, writing in August, 1914: 

If we succeed in coming through the next twelve or fourteen days without 
a moratorium, in a time when all our neighbors directly or indirectly affected 
by the war have proclaimed a moratorium—the once so financially strong 
England among them—the result will be the greatest economic title to fame for 
Germany which will naturally find expression in the strengthening of our 
credit in the whole outside world.* 

The proclamation of a general moratorium had no place in the 
system of extensive credits which the Germans had so carefully 
planned. But though indeed there was no general postponement 
of debts, special cases have been covered by measures of the Bundes- 
rat. It also seems that the collection of debts has not been pressed. 
At the beginning of the war appeals were made to the professional 
and industrial classes to be lenient where possible. Professor 
Jastrow, in discussing the special cases covered by moratoria writes: 
“‘In speaking with business men, one hears that the new ordinances 
are of no special effect because their clients have for some time lost 
the habit of paying, and because the manufacturers and dealers 
know perfectly well that it is not to their interest to ruin their 
customers.” 

The Bundesrat was given the power to issue regulations affect- 
ing the economic life of Germany during the war.2 On August 6, 
1914, on the strength of this power, the Bundesrat extended the 

* Bank-Archiv, XIII, No. 22 (August 15, 1914), p. 366. 

2 Archiv fiir Sozialwissenschaft, December, 1914, p. 116. 

3 Law of August 4, 1914, Reichsgesetzblat#t, p. 327, secs. 2 and 3. 
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time of bills and checks falling due after July 31, 1914, for thirty 
days.' This extension was renewed until May 17, 1915, when a 
law withdrew any further extensions after June 30, 1915.2 The 
civil courts were also empowered to extend the time for payment 
of any debt contracted before July 31, 1914, for not more than 
three months on the application of the debtor, if they thought his 
circumstances justified the order and if the delay would not inflict 
undue hardship on the creditors Further, on the motion of the 
debtor the courts could order that the law should not take its course 
in case of failure to pay rent, mortgages, or interest. Such debts 
could be extended for three months; and by later legislation the 
payments on mortgages and debts for land could be extended for 
six months.’ The processes by which the courts could grant these 
extensions were made cheaper and more simple than the usual 
court proceedings.® 

Thus while it is true that no general moratorium was proclaimed, 
in reality there is only this difference between the moratorium in 
England and that in Germany: that, while in England an extension 
of time was allowed on all debts, in Germany each case had to be 


dealt with separately by the courts (except in the case of bills and 
checks); and in the long run, the German provisions have been 
more lenient with regard to persons who are carrying mortgages 
or who are in debt for land or rent, than those made in England. 
Moreover, is not the non-redemption of Reichsbank and Imperial 
treasury notes a form of moratorium in favor of the government ? 


V 


We have seen that the Reichsbank was the pivotal point of the 
German financial system. As the Report of the Reichsbank explains 


the situation: 

Germany more than almost any other country has erected its economic 
structure upon credit; more than any other country it has concentrated the 
ready money and promotions of enterprise of individuals in credit institutions, 
credit and mortgage banks, savings banks, co-operative societies, etc. Through 


* Reichsgesetzblatt, p. 357. 2 Ibid., pp. 284 f. 
3 Law of August 7, 1914, ibid., p. 350. 

4 Law of August 18, 1914, ibid., p. 377. 

5 Law of December 22, 1914, ibid., p. 543. 

§ Law of April, 1915, ébid., p. 233. 
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the outbreak of the war a heavy burden was thrown upon the whole credit 
structure. As the other sources of credit were in part rarely in a position to 
grant new credits, in part completely unable to do so, the general and pressing 
need for credit. was forced to seek its satisfaction in the Reichsbank as the 
final source of credit in the country.* 

In the first six days of mobilization the Reichsbank supplied the 
government with 750 million marks, including token money and 
gold.? For the first two months of the war four and a half milliard? 
marks were necessary; two milliards for the army and navy, two 
milliards for the needs of industry, trade, and agriculture, and five 
hundred million to meet the so-called Amgstbedarf, the panic 
demands, which showed themselves in the withdrawal of deposits, 
in the discounting of bills in amounts larger than the sums actually 
needed at the time, and in the endeavor to obtain loans.‘ 

How did the Reichsbank meet these demands? On August 2, 
1914, the “war treasure” of 205 million marks in gold was trans- 
ferred to the bank. Again on August 7, 35 million marks of 
Imperial treasury notes, and 11.8 million marks in silver and token 
money were deposited by the government to the credit of the 
Empire. This made a total of 251.8 million marks handed to the 
Reichsbank by the government in the first week of August.5 

The accounts of the Reichsbank immediately before and after 
the war are shown in Table I.6 The transfer of the “war treasure” 
accounts for the increase in the gold reserve as it offset the gold 
which the bank lost through withdrawals before it ceased to redeem 
its notes. 

The first credits for the government were arranged largely by 
the discounting of Imperial treasury bills. This is clearly seen in 


* Report of the Reichsbank for 1914, translation in Bankers’ Magazine, London, 
October, 1915, p. 515. 

? Buff, Annalen des Deutschen Reichs, No. 2/3 (April, 1915), p. 106. 

3 On account of ambiguity in the use of the term “billion,” it seems best to retain 
the German term “milliard’’ in the sense of a thousand million. 

4H. Béttger, Das Geld im Kriege, p. 10, in series “Der Deutsche Krieg,” No. 26 
(Berlin: Ernst Jackh, 1914). 

5 Report of the Reichsbank for 1914, translation in Bankers’ Magazine, London, 
October, 1915, p. 517. 

6 Jastrow, Im Kriegszustand, p. 36. 
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the item “‘bills and checks.” As we have noted, after August 4, 
these treasury bills were put on an equality with commercial paper 
in the business of the Reichsbank. The bank also made advances 
to the government on the so-called war duty bills. These were bills 
drawn in favor of the Empire by those who took advantage of the 


TABLE I 


ASSETS 





In Mrtuion Marks 





July 31 August 7 





Total reserve ; . 1596.6 
: 1477.6 
Imperial treasury notes*. . . R , 96.7T 
Notes of other banks : : 22.8 
Bills and checks. . . 3737-1 
Loans on security : 226.3 
Stocks q 194.2 
Other assets ‘ 237.7 























° 180.0 
-5 74-5 
-4 3897. 3881.9 
1258.5 187 2551.8 
6 7 


Deposits ; 
Other liabilities. . ices : | 48. 90.3 


* Imperial treasury notes (Reichskassenscheine) are the only paper money issued _by the German 
government. These notes were first authorized by the Law of April 30, 1874. The total issue was limited 
to 120 million marks. She oe of Jey 5. 1913, authorized a second 120 million marks and a third 120 

marks were authorized by the law of ee 22, 1915. “This last 120 million marks must be covered 
German money or Darlehnskassen not "The amount of cover required is not stated. 














t Including Imperial treasury bills. Imperial treasury bills (Reichsschat ) are short- 
time bills which the government has used to raise money by either selling them in the open market or 
discounting them at the Reichsbank. 


orders relating to the postponement of payments of customs and 
Imperial taxes in parts of the Empire threatened by invasion. 
These bills were indorsed at the Imperial Treasury and discounted 
at the Reichsbank if they were due within three months. By 
December, 1914, the government had thus borrowed at the bank 
by discounts 329 million marks and by advances 165 million marks." 


* Report of the Reichsbank for 1914, translation in Bankers’ Magazine, London, 
October, 1915, p. 520. 
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In the accounts, the item “discounts on security” falls after 
August 7, because up to that date the Reichsbank was doing busi- 
ness afterward taken over by the Darlehnskassen. Imperial 
treasury bills also are no longer placed under this item but are 
included with “‘bills and checks” as in the foregoing account. 
Among the securities now discounted the vouchers issued by the 
commission for buying war materials are interesting.’ These 
vouchers are paid in normal times only at the district treasury 
and after the long delay required to verify the accounts. As this 
waiting, under present conditions, entailed hardship upon the 
holders, the Reichsbank undertook to discount them. Large 
advances have also been made to private firms in connection with 
war orders. According to President Haverstein the Reichsbank 
has extended credit wherever there was a sound and reasonable 
demand.” The official bank rate has not been raised to any extent. 
It had been 4 per cent since February, 1914, On July 31, 1914, 
it was raised to 5 per cent, and on August 1, to 6 per cent, where it 
remained until it was lowered to 5 per cent on December 23, 1914. 

The loans granted by the bank have been paid largely in Reichs- 
bank notes, and hence there has resulted the increase in notes in 
circulation. The amount has gone up continuously, with sudden 
jumps during the months in which the war loans have been paid. 
The average ncte circulation for 1913 was 1,958 million marks; 
for 1914, up to July 23, it was 2,000 million marks; from July 23 
to the end of the year, 4,100 million marks; and for 1915, 5,379 
million marks. On February 29, 1916, there were 6,554 million 
marks of notes in circulation. And yet the note issues are not so 
large as they might have been. An arrangement for making pay- 
ments in Belgium has been devised which eliminates the necessity 
of a certain amount of Reichsbank notes and thus helps to improve 
the accounts of the bank. Payment for merchandise bought in 
Belgium is made by crediting the seller on the books of the Reichs- 
bank. On the strength of this credit he can receive payment in the 
notes of the Société Générale de Bélgique which the Germans have 
made the official bank of Belgium. At the same time this German 


* Report of the Reichsbank for 1914, p. 522. 
2 Miinchener Zeitung, September 29, 1914. 
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debt may serve the Société Générale as the basis for the issue of a 
triple amount of notes. Thus the necessity of making payments 
in Belgium has not only been ingeniously circumvented by the 
German authorities, but at the same time German credit is forming 
the basis for note issues of the Belgian bank." 

Besides the Reichsbank notes there are also the Darlehnskassen 
notes in circulation. A good proportion of these notes are held by 
the Reichsbank. The amount in the bank at the end of each week 
from September, 1914, until the end of June, 1915, is shown by 
Tables Vand VI. In the accounts of the Reichsbank the Darlehns- 
kassen notes are grouped with the Imperial treasury notes so that 
the amount of Darlehnskassen notes held by the Reichsbank at 
any date can only be ascertained later from the reports of the Dar- 
lehnskassen. In 1915 the Reichsbank held the largest amount of 
these notes at the end of October, when it had 903 million marks 
of them. These notes have been issued in small denominations 
and have to some extent taken the place of the silver and gold 
formerly in circulation. 

The deposits of the Reichsbank rose in a remarkable manner 
after the outbreak of the war, on account, no doubt, of the increased 
number of loans granted in the form of deposit accounts. This in 
no way represents the actual depositing of money in the bank, but 
is evidence of the large amounts that the Reichsbank is loaning. 
In the last week of July, 1914, deposits rose by 300 million marks. 
In preparation for the first war loan in September, 1914, they 
reached 3,709 million marks but dropped again by November 7, 
to 1,281 million marks. That figure, however, is still 200 million 
marks higher than the highest amount reached at any time before 
the war. 

But though the note circulation and the discounts and deposits 
have advanced in an extraordinary way, perhaps the most char- 
acteristic feature of the accounts of the Reichsbank is the steady 
rise in the gold reserve. This reserve, 1,356 million marks on July 
23, 1914, was reduced by withdrawals to 1,253 million marks on 
July 31. Further withdrawals were prevented by the law relieving 
the bank from redeeming its notes. On August 2, as we have seen, 

* Bank-Archiv, XIV, No. 24 (September 15, 1915), pp. 410-11. 
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the “war treasure’ was brought to the bank, and by August 7 
the gold reserve reached 1,477.5 million marks. From that 
date it has continued to rise. A remarkable campaign for gold 
has been carried on. Every effort has been made through the 
newspapers, the clergy, teachers, and officials, to induce people 
to bring what gold they have to the Reichsbank and receive bank 
notes in exchange. The success of this campaign can be seen from 
a perusal of Table II, which shows the increase in the gold reserve 
during certain periods of 1914. The average amount of gold held 
by the Reichsbank in 1912 was 776 million marks; in 1913, 1,179 
million marks; in 1914, 2,092 million marks; and in 1915, 2,356 
million marks. On February 29, 1916, there were 2,557 million 
marks in the gold reserve. 


TABLE II 
Date Increase of Gold Reserve in Millions of Marks 
July 31-August 7 
August 15-September 7 
October 15—-November 7 
December 1—December 15 
December 15-December 31 


The Report of the Reichsbank for 1914 dilates upon the fact that 
people were willing to bring gold to the bank and exchange it for 
bank notes: 

That during a war crisis of such severity the population should bring of 
their own free will to the central note-issuing bank, the gold in their possession 
and demand notes in exchange is without parallel in the monetary and banking 
history of any bank or people and is overwhelming proof not only of the 
unshakable credit of the Reichsbank notes, but also of the strength of the 
reserve gold coin in the country and of the economic intelligence and capacity 
for self-sacrifice among our people." 

But these words could be applied as well to France and the 
Bank of France; for an exactly similar collection of gold has been 
taking place there in the last year. Dr. Helfferich has taken pains 
to explain that the gold was brought voluntarily under the influence 
of well-organized enthusiasm but without any exertion of force.’ 
In the face of these remarks, it is strange that by the recent action 

* Report of the Reichsbank for 1914, translation in Bankers’ Magazine, London, 


October, 1915, p. 517. 
2 Helfferich, speech in Reichstag, March 10, 1915. 
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of the Reichsbank, people using safety deposit vaults are required 
to sign a statement to the effect that they are not hoarding gold." 

From August 7, 1914, until the end of March, 1915, the average 
weekly gain in gold was 23,184 marks. After the first week in 
May there was a decrease in the gain, and the average gain from 
May 1 to December 31, 1915, was 2,349 marks a week. The total 
gold reserve continues to rise. It has been suggested that gold was 
being transferred to Berlin from the Bank of Austria which had 
1,589 million kronen in gold before the war. Since August, 1914, 
the Austrian bank has published only a very general annual state- 
ment, so that it is impossible to say how much gold it has today. 
This theory, however, was important enough to be ridiculed by Dr. 
Helfferich as highly absurd.? But the Amsterdam correspondent of 
the London Economist insisted that some of the gold sent from Berlin 
to Holland has been in Austrian coin. As is the case with many 
other explanations and theories, the truth can be known only after 
the war is well over. 





TABLE III 


| Gold Cover | For Notes 
| for Notes and Deposits 
Per Cent 
46.9 
29.7 
‘ 27.9 
36.8 28.9 
42.2 24.2 
November 23 48.6 35-9 
rere 41.5 31.8 








46.4 35-4 
41.5 23.9 
44.6 34.8 
40.9 28. 
43-3 33.0 
September 30 39.2 22.8 
November 30 40.7 32.0 
December 23 38.9 29.2 








Table III gives the gold cover for the Reichsbank notes in 
circulation and for the notes and deposits, at typical dates in 1914 
and 1915. It will be noticed that the gold cover for notes and 

* Bank-Archiv, XV, No. 6 (December 15, 1915), p. 105. 

* Helfferich, speech in Reichstag, August 20, 1915. 

3 London Economist, LXXX (January 30, 1915), p. 190. 
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deposits fell decidedly in March and September when preparations 
were being made to pay the war loans, and the Reichsbank was 
lending extensively to aid people to meet their subscriptions. 

The enormous increase in the operations of the Reichsbank can 
be readily seen by comparing the two charts on pp. 532 and 533, 
showing the accounts of the Reichsbank during the panic of 1907, 
when its business was considered to be greatly expanded, and those 
since the outbreak of the war. These charts are drawn on the same 


CHART I 


WEEKLY MOVEMENT OF THE PRINCIPAL ITEMS OF THE REICHSBANK, 10907 


scale. In 1907 there was no issue corresponding to the Darlehns- 
kassen notes. There were on the average, in 1915, 700 million of 
these notes in circulation. From July 23, 1914, to the end of 
December, 1915, the Reichsbank notes increased by some 4,379 
million marks, reaching the huge sum of 6,270 million marks in 
December, 1915. 

The Reichsbank has been able to maintain the one-third cash 
cover for its notes without including the Darlehnskassen notes 
in the cover. But it must always be remembered that while all the 
forces have been working to draw gold to the bank there has been 
no necessity of paying any out. Yet the increase in the gold reserve 
since July 23, 1914, is only 749 million marks as against an increase 
of 2,379 million marks of Reichsbank notes, omitting from 
consideration the Darlehnskassen and Imperial treasury notes 
whose redemption is really dependent upon the same gold fund. 
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The fact that there is a large gold reserve does not settle the prob- 
lem, especially when the gold has been collected under such unusual 
circumstances. It is not so much a question of comparing the 
volume of currency with the amount of the gold reserve as of com- 
paring it with the volume of currency which was necessary for the 
transaction of business in the usual way with the notes redeemable 
in gold. 
VI 

By the end of 1915 the Reichstag had voted war credits to the 

amount of 40 milliard marks as follows: 
August 4, 1914 


December 13, 1914 
March 10, rors 


December 14, 1915 


On the strength of these grants three loans have been floated, 
in September, 1914, March, 1915, and September, 1915. The 
amounts subscribed and the general conditions under which these 
loans were raised can be obtained from Table IV. The advances 
made by the Darlehnskassen in connection with these loans is 
shown in Tables V and VI. 

The municipalities have also subscribed large amounts to the 
loans, which is rather to be wondered at as they have been under 
heavy expenses and have had to increase their taxation to meet 
expenses.’ For all three loans registered bonds were sold at a 
slightly lower price on condition that they should not be sold for 
several months. 

Perhaps the most comprehensive statement of the general con- 
ditions can be obtained from Dr. Helfferich’s speeches in the 
Reichstag. In his first speech on March 10, 1915, he explained that 
the government was continuing to pay off the public debt as it 
fell due. The interest on the first war loan was being met out of 
ordinary revenue, as the government did not desire to pay interest 
by piling up new debt. He urged the necessity of saving: Germany 

* The Continental Times, September 24, 1915, gives a list of subscribers to the third 


war loan. Among other municipalities Hamburg took 460 million marks, Frankfurt 
455 million marks, and Hannover 334 million marks. 
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has use for all available capital in industry and agriculture. In 
outlining his general policy, Dr. Helfferich showed that every effort 
had been made to economize in the usual government expenditures, 
but the revenue had also been reduced. As far as taxation was 
concerned, the Imperial government did not intend to add to the 
war burdens by increasing the existing taxes or by levying new ones, 
so long as the ordinary expenditures could be met from income. 
Indemnities also could be expected which would be used to pay off 
the debt at the end of the war. The heaviest taxes which could 
be paid would cover but a small percentage of the war expenses, 
and as the war was being fought for the future as well as for the 
present he thought it only just that future generations should bear 
their share if necessary. ‘As things are in this war, the cost must 
practically be met by loans, bank notes, and paper money.’ 

On August 29, 1915, Dr. Helfferich, in speaking of the condi- 
tions under which the third war loan would be floated in September, 
said that instalment payments would be permitted even for those 
subscribing less than 1,000 marks. 


We hope further, after some interesting and effective examples in connec- 
tion with the last war loan, to induce employers of labor to make advances 
to their workmen and employees, in order to enable them to subscribe small 
amounts. In the case of large subscribers we shall simplify the work of pay- 
ment by accepting at a reduction of 5 per cent, the non-due, non-interest- 
bearing Imperial treasury certificates which have been issued for purchases, 
in order to minimize, so far as possible, the movement and disturbances of the 
money market. 


To what extent these certificates were used in paying for the 
third war loan it is not stated, but so far as they were used, the 
amount subscribed represents merely the funding of a government 
debt and not the turning over of new funds to the government. 
After the September loan it was expected that no further loan would 
be necessary until March, 1916.2 If further funds were needed in 
the meantime, they could be obtained by discounting treasury 


* A law of December 28, 1915, required all business houses and factories to put 
aside one-half of their increased profits and to hold this sum in readiness for a tax. 
Dr. Helfferich, however, says that the tax will not be collected until after the war. 


? Helfferich, speech in Reichstag, December 14, 1915. 
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bills at the Reichsbank, which has been the general method em- 
ployed when the proceeds of the loans have been exhausted. 

In considering where the huge sums have come from to pay for 
the great amounts subscribed, it must be remembered that the 
German system of war finance with its extensive credit system was 
devised with the idea of carrying on a war by floating loans. The 
Reichsbank and the various credit institutions have given every 
aid to persons subscribing to war loans. Of course, too, all classes 
are practicing rigid economy and have reduced their expenditures, 
and it must also be remembered that the German nation is prac- 
tically on a system of rations since the advent of the bread and 
“grease”’ tickets, so that in certain directions people have to save 
whether they wish to or not. Also the war must have liberated 
some capital which had been formerly used in speculation on the 
Bourse, for all such business has been frowned upon by the 
authorities. Foreign securities too have been largely sold abroad. 
Wages have risen in some employments and “all available money 
today belongs to the Fatherland and the place to invest it is in war 
loans.’ 

But above all, Germany is today using inconvertible paper 
money. It is as easy to provide a large as a small amount. The 
government pays out the paper money which it has obtained from 
the Reichsbank, for war materials, wages, etc. Part of this money 
comes back to it in the form of subscriptions to the loans. When 
the loans are exhausted, it obtains more paper money from the 
Reichsbank by discounting Imperial treasury bills which represent 
no real wealth. The money thus procured is again paid out and 
again the circle is completed. Each time there is a larger total 
amount of paper money in the country and each time it is easier 
to increase the sum subscribed to the new loan. 


VII 


These huge sums have been readily voted by the Reichstag, 
but after the war the more difficult question of paying off the debt, 
or even of meeting the interest, will have to be faced. Germany and 


* Helfferich, speech in Reichstag, August 20, 1915. 
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Austria are spending some five million marks a day on the war. 
Of course by far the greater part of this burden is being borne by 
Germany, whose war expenditure is at the rate of 14 milliard marks 
a year. This is solely for the actual expenses of the army and 
navy. Enormous sums have also to be spent on pensions, aid to 
soldiers’ families, rehabilitation, and kindred items. The states 
and municipalities too are under heavy expenses. In 1914 Prussia 
spent 400 million marks to repair the damage done in East Prussia. 
In October, 1914, the Prussian Abgeordnetenhaus voted a credit 
of 13 milliard marks to make up the decrease in the revenue and 
to cover extraordinary outlays for unemployment, war relief, and 
the support of soldiers’ families.? At this date Berlin was spending 
800,000 marks a month on the unemployed.2 To cover these 
expenses the municipalities have resorted to increased taxation, 
but the states are relying upon loans.‘ 

The Imperial revenue has fallen off. The tariff usually accounts 
for 40 per cent of the income from taxation; but now most of the 
agricultural tariff has been suspended and in any case foreign trade 
is so limited that revenue from tariff is practically neglible. The tax 
on the consumption of sugar could perhaps be raised, but this would 
not make up the deficit. The stamp taxes on legal documents 
and railway tickets are bringing in very little, as transporta- 
tion, except for military purposes, is reduced; the Bourse is prac- 
tically closed and there are few real estate sales. The income from 
the government railways has also, naturally, fallen off. No figures 
could be found for the income from the Wehrbeitrag and the inherit- 
ance taxes for 1915. They are practically the only Imperial taxes, 
outside of the consumption taxes on sugar and salt, which can be 
bringing in revenue. By great economy, however, Dr. Helfferich 
claims that the ordinary expenditures of the government are still 
being met from current revenue.$ 


* Helfferich, speech in Reichstag, December 14, 1915. 

2 Frhr. von Zedlitz und Neukirch, Reichs- und Staatsfinanzen im Kriege, p. 21. 
3 Die Hilfe, October 22, 1914. 

4 Helfferich, speech in Reichstag, August 20, 1915. 

5 Helfferich, speech in Reichstag, March 10, 1915. 
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Before the war the Imperial debt was 5,000 million marks. 
In 1913, payments for debt which fell due took 238 million marks, 
or 20 per cent of the expenditure on permanent account. The 
interest on the first war loan is 220 million marks a year. On the 
40 milliard marks which have been voted so far, the interest will be 
2,000 million marks. This sum is to be compared with the total 
Imperial revenue for 1913-14 which was 3,193 million marks. 

In 1913 Dr. Helfferich estimated the national wealth of Germany 
at more than 300 milliard marks; her national income at 40 milliard 
marks a year, of which some 7 milliard marks were devoted to 
public purposes, some 25 milliard marks to private consumption, 
and the remaining 8 or 8} milliard marks, which the automatic 
increase of existing property values raised to 10 milliard marks, 
were added annually to the national wealth." 

Of the annual income two-eighths came from agriculture, three- 
eighths from industry, one-eighth from transportation and trade, and 
two-eighths from professional services and returns from investments. 
The income from agriculture will not be changed to any extent by 
the war, but the income from industry and from transportation 
and trade will probably be reduced by one-half, and that from pro- 
fessional services and investments by one-third, making a total 
decrease of one-third in the entire national income. Thus, with an 
annual war expenditure of 14 milliard marks and a decrease of 
13 milliard marks in income, there is a total loss to the German 
people of 28 milliard marks a year.” 

And after the war the income will not immediately regain its 
former amount. The industrial life of Germany has been more 
disturbed than that of the other belligerents, her foreign trade has 
been stopped and it will take some time to win again what has been 
lost. The margin of income which would permit greatly increased 
taxation will not be easily produced. Then too the great loss of 
the labor power of the country must be considered, and many of 
those who do return from the war will be less efficient producers 
than they formerly were. 

* Helfferich, Germany’s Economic Progress and National Wealth (Berlin: Georg 
Stilke, 1913), p. 123. 

2 Dr. J. Wolf, Die Kriegsrechnung (Berlin: Georg Reimer, 1914), pp. 33-37- 
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The whole German financial plan seems to have been built 
on this idea: a short, brilliant war and a large indemnity. Dr. 
Helfferich mentions the indemnities as a reason for not increasing 
taxation. 

If God gives us the victory and with it the occasion of shaping the peace 
according to our needs and our vital necessities, then we will not, indeed, we 
may not, along with all other factors, forget the question of costs; we owe 
that to the future of our people. The entire future manner of life of our people 
must, so far as it is in any way possible, remain free and be liberated from the 
tremendous burden which the war is piling up. The inciters of the war have 
earned for themselves the leaden weight of the billions. Let them, not us, 
carry it through the decades." 


A long war was not considered possible. “A war of a year’s 
duration can scarcely be considered in spite of the chatter of the 
Times and other English papers who speak as if England and her 
allies could continue the war for five or ten years.”?. But a system 
which may have worked perfectly well under the premises from 
which it was deduced, may be an utter failure, given different 


conditions. 


a \ 


(vii 

A serious question at present isgthat of the depreciation of the 
Reichsmark. There are three oondlly accepted tests for currency- 
depreciation: (1) a premium on gold, (2) a dislocation of the foreign 
exchanges, and (3) rise in the general level of commodity prices.’ 
All three conditions are present in Germany today. The first two 
are closely related. 

The exchanges have been against Germany since July, 1914. 
The price of foreign money as registered in the open market was 
quoted in the Frankfurter Zeitung until November 11, 1914, when 
at the suggestion of the authorities all mention of the exchanges 
ceased. The government has fought against the premium on gold. 
As early as September, 1914, a proclamation was issued by the 
military governor of the Berlin district condemning the practice 
of buying up gold. It stated that people were going to restaurants 


* Helfferich, speech in Reichstag, August 20, 1915. 

2 Dr. J. Wolf, Die Kriegsrechnung, p. 37 (speech given in Berlin, September,1914). 

3 See A, C. Whitaker, “Currency Depreciation in Time of War,” Quarterly Journal 
of Economics, XXX (February, 1916). 
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and offering high prices in paper money for any gold that could be 
collected from the guests. On November 23, 1914, the Bundesrat 
prohibited the export of gold under a penalty of one year’s imprison- 
ment and a fine, and also forbade the purchasing of gold at a 
premium. 

By December, 1914, the currency as expressed in the foreign 
exchanges was depreciated 10 per cent, in spite of the fact that 47 
per cent of the note issue of the Reichsbank was covered by gold. 
The exchanges fluctuated widely during the winter, but became 
steadier in the spring, largely on account of the export of dyes, 
which fetched a high price, and of machinery to Roumania and 
Scandinavia. Coal also was sent to Italy until that country joined 
the Allies on May 31, 1915. Some gold was sent to Holland, and 
foreign securities held in Germany were sold abroad in large 
amounts. But while this had some effect in steadying the ex- 
changes, they remained well below par. Tables VII-[X will give 
some idea of their course.’ Quotations are in pfennigs and from 
the point of view of Berlin. 


TABLE VII 








| 
Par | December 2, |April 12, r9r5|May 29, 915 /July 12, 1915 


19t4 





| 
190.25 | 194 194. 25 197.50 
469 | 493 
118 128.50 
87.25 85.25 
90.50 92 











Table VIII shows the recent percentage of depreciation of the 


mark in Amsterdam. 
TABLE VIII 
Depreciation 
191s Per Cent 
November 20 


1 Figures taken from the London Economist, Vols. LXXIX-LXXXIII, 1914, 
1915, 1916. 
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In other neutral countries the Reichsmark showed the depre- 
ciation given in Table IX. 


TABLE IX 








Per Cent 
22.50 
24.43 
Copenhagen ; 24.6 
Stockh ; 25. 
New York : 22.04 








In December, 1915, the German 5 per cent war loan was offered 
in New York at a price which showed a depreciation of 25 per cent. 
One thousand marks were offered for $202.50. Before the war they 
would have been worth $237. The Imperial 4 per cent bonds were 
offered at the same time at the rate of 1,000 marks for $185.50. 
From Germany we can obtain no figures. Although business is 
being done on the Bourse under certain regulations, no quotations 
are made, and it is against the law to make public the price of 
securities or of foreign money, or to issue estimates which would 
form the basis for a price." 

It is claimed that since Germany is practically in a state of 
isolation the foreign exchanges alone are not a perfect index of the 
internal currency of the country. Yet why should the exchanges 
go steadily against a country which is largely shut off from foreign 
trade and thus from the possibility of a great excess of imports ? 

There is also the rise in the general level of prices to be con- 
sidered. Prices have been regulated by the Imperial authorities 
since the beginning of the war. Maximum prices for many food- 
stuffs and metals have been fixed, and in some cases the distribu- 
tion of the supplies is looked after by an Imperial commission. 
But in spite of the ingenuity of the government the natural results 
of paying war liabilities with great issues of inconvertible money 
are being felt. The whole rise in prices cannot be laid to scarcity 
caused by the blockade. Wheat and rye crops were good in 1914 
and 1915. In normal times 15-20 per cent of the wheat consumed 


* Law of February 25, 1915, Reichsgesetzblatt, pp. 11 f. 
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is imported, but rye is exported. Of the cattle imported one-half 
come from Denmark, and this trade no doubt continues. There 
have also been large importations of wheat from Roumania and 
there seems to be some illicit trade in grain with Russia via Rou- 
mania. Moreover, in the attacks upon the English policy of an 
economic war there has been no mention of the civilian population 
actually having experienced want. However, investigations con- 
ducted by Vorwarts in September, 1915, showed that the price of 
food had increased 85 per cent in Berlin since the beginning of the 
war. The prices of 52 common articles of food were taken from 
the price lists of the large co-operative stores and the aggregate 
cost of one pound of each article was found to have been 35 marks 
in August, 1914, but to have increased to 65 marks in August, 
1915. ‘The official index number for food prices in Berlin also shows 
an increase of 82 per cent between July, 1914, and December, 
1915. It does not seem possible that all of this increase can be 
due to scarcity of food. Some of it, at least, we must attribute 
to depreciation of the Reichsmark. 

Dr. Helfferich has attempted to explain the unfavorable ex- 
changes.” 

Foreigners think that it means a depreciation of the Reichsmark. We 
cannot deny that we have to pay more for the Swiss franc, the Dutch gulder, 
the Scandinavian crown, and the American dollar than in normal times. The 
rise of the foreign rate of exchange, in my opinion, is in no way connected with 
the internal strength of our financial position. It depends simply upon certain 
technical points of our foreign trade. In normal times Germany can pay for 
her imports by her exports and the interests on her capital invested abroad. 
It is now impossible to collect the greater part of this interest, especially on the 
large investments in London. We are importing raw material and food which 
in normal times are paid for in cash or short-time bills, while the greater part 
of the exports are manufactured goods sold on long-time book credit. The 
machine industry has huge sums owing it in Russia. Exports have, moreover, 

ffered more than imports, and the exports are concentrated in a few neutral 
tountries. It would be easier if gold could be exported. But we are of the 
opinion that the keeping of a gold reserve is at present more important than 
the maintenance of the German mark abroad. . . . . After the war, how- 
ever, the best currency will be the currency of the victor. 

* The Imperial Statistical Office (Kaiserlich-statistisches Amt) issues regularly an 
index number for Berlin based upon the retail prices of some 20 articles of food. 

? Helfferich, speech in the Reichstag, March 10, 1915. 
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It will be noticed that no mention of the premium on gold is 
made nor is any explanation of the rise in prices offered. That 
under present conditions Germany is importing goods to an amount 
so in excess of her exports as to cause a depreciation of 33 per cent 
in the exchange at Amsterdam does not seem possible. Also 
Germany has been a borrowing rather than a lending country, 
and the “large investments in London,’ on which interest cannot 
be collected, are decidedly offset by English investments in Ger- 
many upon which, likewise, interest cannot be collected. 


M. CHASE GOING 
UNIVERSITY OF CHICAGO 





THE FAILURE OF GOVERNMENT OWNERSHIP 
IN CANADA 


The subject of government ownership of railways is of perennial 
interest in the United States. Discussions of the subject usually 
move along two lines. One class of speakers and writers base their 
reasoning on certain assumptions as to the honesty, public spirit, 
and efficiency which would characterize a railway management 
representing the public. Their conclusions naturally correspond 
with their assumptions. Another class analyze the results of gov- 
ernment management in one or a few countries, find them good or 
bad, and base on them conclusions as to whether the results in the 
United States would be good or bad. 

Both of these kinds of reasoning have the same defect. They 
do not take enough account of the conditions in any given country 
under which a railway policy must be carried out. These condi- 
tions are of various kinds, physical, economic, political, and so on; 
and they largely determine the results of railway management and 
operation under either private or public ownership. 

One of the mistakes most often made is that of ignoring the 
political conditions under which government ownership is, or would 
be, tried. The question is often treated as if it were merely one of 
economics. It is one both of economics and of political science. 
The efficiency and economy of a government are determined largely 
by how much it is influenced by politics of the low kind; and the in- 
fluence of this kind of politics depends on the organization of the 
government and the attitude of the people. As the efficiency of a 
government as a whole must depend largely on the part played by 
politics, the way its railway department would be managed would 
necessarily be determined largely by the same cause. 

The results of government railway management being largely 
determined by conditions, and especially by political conditions, 
the experience with government management in a single country, 
where the conditions are similar to those in the United States, may 
throw more light on the question in this country than much abstract 

547 
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reasoning, or than large amounts of data drawn from the experi- 
ence of countries where the conditions are widely different. 

There is no country whose conditions, physical, economic, and 
political, are more similar to those of the United States than those 
of Canada. The Dominion is an adjacent part of the same conti- 
nent. The larger part of it is extremely like the conterminous 
larger part of the United States. Its natural resources, industries, 
and products are similar. Both countries are inhabited mainly by 
descendants of the peoples of Northern Europe, although this point 
might be pressed too far. With its big French population, Canada 
has a large representation of the Latin races. But the ancestries of 
the people of the United States are not all traceable to Northern 
Europe; and the French in Canada have as much political capacity 
as our many voters from Southern Europe, not to mention our 
millions of negroes. The government of the United States is a 
democratic republic. That of Canada is not a republic in form, but 
its people are as self-governing and its institutions are as democratic 
in fact as those of any country. There are considerable economic 
differences; but these are unimportant in comparison with the 
points of resemblance. 

The results of government ownership and management of rail- 
ways in Canada should, therefore, afford the most reliable indica- 
tion available as to what would be the results in the United States. 
Canada has tried public ownership and her experience has been long 
and on a large scale. The Dominion has owned the Intercolonial 
Railway for forty-seven years, and certain of the colonial govern- 
ments owned parts of it before. It has owned the Prince Edward 
Island Railway for forty-three years, and acquired it from the 
government of the island. The Intercolonial and Prince Edward 
Island have 1,736 miles of line; and the Dominion has recently 
built and is operating the National Transcontinental Railway which 
has 2,067 miles. The Canadian government railways now have, 
combined, 3,803 miles of line. 

The construction, by the government, of the National Trans- 
continental led toa scandal. The plan for its building was adopted 
in 1903. It was to run from Moncton to Quebec, and from Quebec 
to Winnipeg, and on its completion was to be leased to the Grand 
Trunk Pacific for 3 per cent on its cost of construction. The minis- 
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ter of finance presented to parliament a “liberal” estimate. Eight- 
een hundred miles were to cost $61,415,000, or $34,083 a mile. A 
government commission was created to handle the work. On 
September 30, 1911, the expenditures had reached $109,000,000; 
by the end of 1914 no less than $173,000,000, or about $99,000 a 
mile, had been spent; and at latest reports the total was about 
$200,000,000. 

A new government commission was appointed in 1912 to investi- 
gate the work of the original government commission. It reported 
in 1914 that there had been gross mismanagement and extrava- 
gance, and the waste of many millions of dollars; and the Grand 
Trunk Pacific refused to take the property over for operation 
because it could not afford to pay 3 per cent on its excessive cost. 

The reports regarding the mismanagement of the construction 
of the National Transcontinental attracted much attention in the 
United States. As a matter of fact, the results of government con- 
struction of the National Transcontinental are typical of the results 
of public ownership in Canada ever since the various parts of the 
Intercolonial were acquired by the Dominion forty-seven years ago. 

The Intercolonial, the Prince Edward Island, and the National 
Transcontinental all failed to earn their operating expenses in the 
year ended on June 30, 1915, their combined deficit from operation 
being $350,000. A stranger to the facts might attribute the results 
in 1915 partly to the effects of the warin Europe. For that reason, 
in the following study of government management in Canada, the 
statistics used are chiefly those for the year ended on June 30, 1914. 
The most attention has been given to the Intercolonial, because it 
is the only large road on the North American continent which has 
long been managed by a government. 

The Intercolonial in 1914 had 1,457 miles of line. Its main lines 
run from Sydney and Halifax to Moncton, and thence to Quebec; 
and it serves the provinces of Nova Scotia, New Brunswick, and 
Quebec. The Prince Edward Island is a narrow-gauge road of 
279 miles, serving the island of that name, and is managed by the 
same organization. The acquisition of the Intercolonial was pro- 
vided for by the act of federation of July 1, 1867. It was originally 
purchased and developed by the government mainly to bind 
together more firmly the French and English provinces. In 1876 
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it had 348 miles in New Brunswick, 222 miles in Nova Scotia, and 
375 miles which had been constructed by the government from 
Moncton, New Brunswick, to Riviére du Loup, Quebec—a total 
of 945 miles. From Riviére du Loup to the city of Quebec it leased 
a line from the Grand Trunk. The Prince Edward Island became 
a part of the government system when the island came into the 
confederation on July 1, 1873. 

One of the arguments advanced for government ownership in 
the United States is that under it the profits made by the railways 
would be received by the public instead of going to private capi- 
,talists. Those who reason thus often forget that while railway 
icompanies, if successful, yield profits to private capitalists, they 
jalso, unlike state railways, pay taxes to the public. The experience 
| of the world shows that the public, while sure to collect large taxes 
\from private railways, is not certain to receive any profits at all 
from state railways. Most of them do not earn interest on their 
‘investments. 

Those of Canada afford an extreme illustration. The statistics 
which make the deepest impression on the student of their official 
reports are those showing their heavy losses; and official figures tell 
but a fraction of the story. The Canadian people and public 
officials have only the haziest idea as to what the losses actually 
have been. No one heretofore has gone thoroughly into the matter. 
Many know that in some years the roads have not earned their 
operating expenses, but that in other years the Intercolonial has 
done so. Therefore, most of them apparently believe that the 
total losses incurred, while considerable, have not been very great. 
No impression could be more erroneous. The total losses sustained 
have been enormous. 

The combined cost to June 30, 1914, of the Intercolonial and the 
Prince Edward Island, as shown by the official reports, was 
$112,351,000, or $64,718 per mile. The cost per mile of the Inter- 
colonial had been $70,815, and of the Prince Edward Island, 
$31,973. Computed in a more correct way, their total cost to the 
public had been $381,000,000, or $219,000 per mile. This figure 

t Railway Statistics for the Dominion of Canada, published by the Department of 


Railways and Canals, 1914, p. xii. Capital cost per mile of the Intercolonial, as 
shown by Railway Statistics for 1915, was $75,066. 
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includes expenses and interest which they had failed to earn, but 
nothing for the taxes which the public would have collected from 
them if they had been privately owned. These railways are almost 
entirely single-track lines; they are not very well constructed, 
maintained, or equipped; and yet their cost per mile to the public, 
properly computed, has exceeded the average capitalization of any 
railways in the world except those of Great Britain. Their losses 
in the fiscal year 1914, as shown by the official reports, were 
$445,000, this being the difference between their expenses and 
earnings. Properly computed, their losses in that year were 
almost $15,000,000. They can hardly have a physical value exceed- 
ing the $112,000,000, or $64,718 per mile, which they are officially 
represented to have cost. Assuming that they are worth this, the 
difference between their present value and the total amount they 
have cost the Canadian public is $268,000,000, or $154,378 a mile. 
This represents the absolute loss they have inflicted on the taxpayers 
of Canada. And this estimate, as already indicated, is really an 
underestimate, for it makes no allowance for the taxes the govern- 
ment would have collected from them if they had been privately 
owned. If the Intercolonial and Prince Edward Island were taxed / 
at the same rate as the railways of the United States, their taxes/ 
would be $600,000 a year. 

Conclusions so startling should not be stated unaccompanied by 
the reasoning and method of calculation used in arriving at them. 
Let us consider in more detail, then, the official figures and the 
computations which may properly be based upon them. 

The management of the Intercolonial by the Dominion govern- 
ment has covered forty-seven years. The official figures show that 
in twenty-two of these years its earnings have exceeded its operat- 
ing expenses, its combined net earnings in these years having been 
$1,967,000. In the other twenty-five years its operating expenses 
have exceeded its earnings, and its combined deficits from operation 
in these years have been over $11,500,000. Therefore, under gov- 
ernment management its net deficit—allowing nothing for taxes or 
interest—has been $9,500,000. Still worse has been the plight of 
the Prince Edward Island. Its operating expenses have exceeded 
its earnings in every year the government has owned it, its total 
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operating deficit in the years 1875-1914 having amounted to 
$3,280,000. The deficits from operation of the two roads under 
government management have been $12,800,000. Detailed statis- 
tics regarding the cost of construction, the operating expenses, the 
total earnings, and the net earnings, or deficits from operation, of 
the Intercolonial are given in columns 1 to 4 of Table I. Totals of 
similar figures for the Prince Edward Island Railway and for the 
government roads combined are appended to the table. 

The figures of these first four columns, bad as they are, take no 
account of one of the most important factors to be considered. 
This is interest charges. Interest is as unavoidable a part of the 
cost of conducting any business as operating expenses. If the 
interest charges of a private railway are not earned, it becomes 
bankrupt. If those of a state railway are not earned, they must 
be paid from taxes. Nominally, the state railways of Canada have 
no debt. Actually, the investment represented and the losses 
incurred by them appear in the government debt and the interest 
paid on it, for, if the earnings of the railways had sufficed to pay 
their expenses and interest, the government debt and the interest 
on it would be proportionately smaller. Therefore, to ascertain 
approximately the true amount which the government railways 
have cost the public, we must ascertain not only what has been 
spent for their construction, but the expenses and interest that they 
have not earned. 

To do this the author has recast the official figures. To the 
original investment in the Intercolonial and the Prince Edward 
Island have been added the expenditures for new construction dur- 
ing the first year of public management, and interest on the original 
investment; and the net earnings or the net deficit from operation 
in the year—whichever resulted—has been deducted or added. 
This gives approximately the true cost of each railway to the public 
at the end of the first year of government management. This true 
cost has been taken as a new starting-point, and made the basis of 
a similar calculation for the second year; and this process has been 
repeated year by year for the entire history of each road. The rate 
of interest used in the calculations is 4 per cent. When the 
Dominion acquired the railways the rate it had to pay on its general 
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indebtedness was more than this. It appears in official reports that 
it paid 5 per cent to the provincial government of Quebec for rail- 
way purposes up to 1905, and has paid 4.5 per cent since. The 
use of an average rate of 4 per cent for the entire period is, there- 
fore, conservative. The results for both roads of the computations 
thus made are shown in the last column of Table I. 

The combined total cost of construction of these lines on June 30, 
1914, as officially reported, was $112,351,217, and the unearned 
interest on this lost in that year, at 4 per cent, was $4,494,048. 
Their combined operating expenses in the same year, as reported in 
Railway Statistics, the official publication, exceeded their total 
earnings by $445,380. (The actual deficits shown in the annual 
reports of 1913 and 1914, as existing at the end of the fiscal years 
ending on March 31, were ostensibly wiped out by “compassionate 
allowances”’ under special votes of Parliament!) Therefore, in 1914 
their total deficit, after adding interest, as indicated by official 
figures, and allowing nothing for taxes, was $4,939,788. But this 
deficit for the year, which is demonstrable by the official figures, 
is small compared with the deficit shown by the corrected figures. 
The true total cost of the railways to the end of the fiscal year 1913 
was $360,285,010. Unearned interest on this at 4 per cent for the 
next year amounts to $14,411,400. This, together with the deficit 
from operation, makes a total deficit for the year 1914 of $14,856,780. 

Since the Prince Edward Island Railway is a narrow-gauge line, 
serving only the island of that name, it may be that in its case the 
obstacles to profitable operation are insuperable. Entirely different 
is the situation of the Intercolonial. It is a standard-gauge road 
with a large mileage in a territory similar to parts of Eastern Canada 
and the United States in which privately managed railways operate 
with profit. Considering the Intercolonial separately, its cost of 
construction, to 1914, as officially reported, was $103,430,848, or 
$70,815 a mile.* The unearned interest on this in 1914 at 4 per 
cent was $4,137,233. Its actual deficit from operation was $291,270. 
Therefore, its total loss in that year, as demonstrable by the official 
figures, was $4,428,503. But its total cost, including its losses, up 
to the beginning of the fiscal year 1914, amounted to $348,089,518. 


* Railway Statistics of the Dominion of Canada, 1914, p. xii. 
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Unearned interest on this at 4 per cent was $13,923,580, which 
together with the operating deficit makes a total deficit for the year 
ended June 30, 1914, of $14,214,850. And this allows nothing for 
the taxes the road would pay if privately owned. Such is the price 
the taxpayers of Canada are paying for government ownership! 
There is in Intercolonial history a minor illustration of the fact 
that government ownership is less fatal to financial success than 
governmental management. The Windsor branch, from Windsor 
Junction to Windsor, Nova Scotia, is a part of the road. It is 
thirty-two miles long. Since 1881 it has been leased to operating 
companies and since 1911 it has been operated under lease by the 
Canadian Pacific. In every year but one since 1881 the govern- 
ment has received net earnings from it. It is maintained by the 
Intercolonial, and the government receives as rental one-third of 
its gross receipts. In the last twenty years the amount of net earn- 
ings, after deducting maintenance expenses, has varied from 
$15,000 to $39,000 per year.’ The net earnings of the branch, in 
the aggregate, from 1881 to 1914, were $662,555; and they account 
for more than one-third of all the net earnings the Intercolonial has 


made since 1867. 

The Canadian state railways are an utter financial failure. The Q gas 
losses are due to low rates, to extravagant management, or to both. 
Many consider it expedient to make low rates on state railways, 
even if this causes deficits; and it can be said for this practice that 
those who pay the rates gain what the taxpayers lose. If the losses 
are due to wastefulness, the management obviously cannot be 
defended on any ground. 

Before we inquire to what extent the losses incurred have been 
due to the rates made, let us consider whether it can be sound 
policy for railways to make unremunerative rates at the expense of 
the taxpayers. Either those who pay non-compensatory rates and 
those who pay the taxes levied to meet the deficits they cause are 
the same people, or they are different people. If they are the same 
people, what they gain by the rates is taken from them in increased 
taxes. If they are different people, those who pay the rates get 
their transportation for less than cost and those who pay the taxes 


* Annual Report, Department of Railways and Canals, 1914, p. 420. 
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pay for something they do not get. It is hard to see how anybody 
can be benefited by saving money through low rates and having it 
all taken away in increased taxes. It is also hard to find justice in 
giving some people low rates at the cost to others of higher taxes. 

Both common-sense and equity require rates to be so fixed that 

those who receive transportation service shall pay for it in full. 
The application of this principle to the situation in Canada makes it 
easy to decide in regard to the soundness of the rate-making policy 
followed on the government railways, if to it are due their losses. 
These railways serve only the people of the eastern provinces, and 
but part of them. The people of the entire Dominion must pay 
the taxes levied by the government. Therefore, if the trouble with 
the government railways is that their rates are too low, the few 
) who use their service are unfairly benefiting at the expense of all the 
} people of the country. 
In spite of its chronic deficits, the freight rates of the Prince 
Edward Island Railway are very high, averaging over 4 cents per 
ton per mile. Its passenger rates are relatively low, averaging about 
1.75 cents. But the Prince Edward Island is small and serves a 
restricted territory. The rates of the Intercolonial are more 
instructive. The average rate per passenger per mile on the rail- 
ways of the United States in 1914 was 1.98 cents, and on all the 
railways of Canada, 2 cents.’ On the Intercolonial it was 1.67 
cents.? The average rate per ton per mile in the United States was 
7-33 mills, and in Canada, 7.42 mills. On the Intercolonial it was 
only 6 mills.‘ 

But comparison of the rates of a single railway with those of the 
railways of a whole country may be misleading. For example, 
while the average freight rate of the Intercolonial is lower than the 
average rate of all the railways of the United States, there are many 
individual lines in this country whose average rates are lower than 
its average rate. The average in 1914 for the entire eastern dis- 
trict of the United States, in which one-half of all the freight ton- 
nage is moved, was only 6.39 mills.‘ 

* Railway Statistics, 1914, p. xxiv. 

2 Ibid., p. 46. 3 Ibid., p. xxvi. 4 Ibid., p. 48. 

5 Statistics of Railways in the United States, Interstate Commerce Commission. 
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In the eastern parts of both Canada and the United States the 
rates generally are lower than in the western parts. This is due 
to various causes. In the eastern part of this country the freight 
traffic is dense, and the rates for years were determined by fierce 
competition, which reduced them to a low basis. The effects were 
felt in Eastern Canada. There is a great deal of traffic which moves 
on railways partly in that country and partly in the United States. 
Among these lines are the Canadian Pacific, the Grand Trunk, and 
the Michigan Central. In fighting for their shares of this competi- 
tive business, these roads made their through rates the same as 
those of rival lines in the United States, and had to put their local 
rates in Canada on a corresponding basis. The rates of the Inter- 
colonial were affected by this policy. 

The territory through which and the conditions under which the 
International operates are, of course, similar to those of the private 
railways of Eastern Canada. Therefore, its rates may most fairly 
be compared with theirs. The principal privately owned lines 
serving that section are the Canadian Pacific and the Grand Trunk. 
Unfortunately, it is not easy to compare their rates with the Inter- 
colonial’s. The Intercolonial’s lines begin at Montreal and extend 
to the Atlantic seaboard at St. John, Halifax, and Sydney. The 
Canadian Pacific divides its western and eastern lines at Port 
Arthur and Fort William, on the western boundary of Lake 
Superior. Therefore, while its eastern lines extend as far east as 
the Intercolonial’s, they include a mileage extending more than 
1,000 miles farther west than the Intercolonial extends. The 
Grand Trunk has more mileage west of Montreal than east of it. 
Because of these facts the average rates of the Grand Trunk and 
the eastern lines of the Canadian Pacific probably would be higher 
than those of the Intercolonial, even if their absolute rates in the 
parts of their territory corresponding to its territory were the same. 

There is another factor of no small importance to consider. 
This is the relatively great length of the Intercolonial’s lines between 
its main terminals. The immediate purpose of its original acquisi- 
tion and development by the Dominion’ was to bind more firmly 
together the maritime provinces, whose population was chiefly 


? See act of confederation. 
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French, and the rest of the Dominion. To accomplish this it was 
necessary to build a line to Montreal. There was friction between 
Canada and the United States. It was feared that if this line was 
built near the border it would, in case of war, fall into the hands of 
the United States." Therefore, a route was surveyed as far as 
possible from the border. This extended northward to the wild, 
inhospitable, and almost unpeopled shores of the Gulf of St. 
Lawrence and the St. Lawrence River, and thence southward to 
Quebec and Montreal, making a roundabout and expensive way to 
handle traffic moving between Sydney, Halifax, and St. John, and 
Quebec and Montreal. 

Friction between the United States and Canada long ago ceased. 
The Canadian Pacific has built a much shorter line, partly in 
Canada, and partly in the state of Maine, to the Atlantic seaboard, 
and has almost completed another which runs entirely in Canada 
and is also shorter than the Intercolonial #7 An enterprising manage- 
ment would years ago have built a cut-off to shorten the mileage of 
the Intercolonial between important points, thereby enabling it to 
compete more successfully for through traffic and to reduce the 
cost of handling it. Mecently the government has built the 

, National Transcontinental, with a shorter line between Moncton 
and Quebec; but it was intended to lease this to the Grand Trunk 
Pacific, a private corporation, and the government has assumed its 
operation only because the Grand Trunk declines to pay a rental 
of 3 per cent on its excessive cost. Because of the original location 
of the Intercolonial and the persistent error made in not reducing 
its length, its mileage between Halifax and Montreal is 837 miles, 
while that of the Canadian Pacific is only 758 miles. From St. 
John to Montreal by the Intercolonial is 740 miles; by the Cana- 
dian Pacific, only 483 miles.?_ The Intercolonial in moving a ton 
of freight from Halifax to Montreal carries it 10.4 per cent more 
miles than the Canadian Pacific, and in moving a ton from St. John 
to Montreal carries it 53.2 per cent more miles. 

The effect produced on the comparative average rates per mile 
of the Intercolonial and the Canadian Pacific is obvious. The 

* Encyclopaedia Britannica, 11th ed., article “Canada” (Railways). 

2 Official Railway Guide. 
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Intercolonial cannot charge a higher absolute rate between any two 
points than the Canadian Pacific. But when a shipment moves 
over it, the absolute rate must be divided by a larger mileage to 
ascertain the average per mile. Therefore, while the actual rates 
of the two roads between competitive points are the same, the aver- 
age per mile received by the Intercolonial on through business is 
smaller than that received by the Canadian Pacific. This causes 
the average rates per mile of the Intercolonial to give the impression 
that its actual rates are lower in comparison with those of the other 
railways of Eastern Canada than they are. 

These considerations show why it is hard to make a fair com- 
parison between the average rates of the Grand Trunk, the eastern 
lines of the Canadian Pacific, and the Intercolonial. But a detailed 
comparison of their actual rates would be out of the question; and 
if the various points mentioned be given due weight, a comparison 
of their average rates may be instructive. Table II gives their 
average rates for the two years ending on June 30, 1914, and June 30, 


TABLE II 











Average receipts per 
passenger per mile, 
cents. : 1.669 ; 1.778 1.82 

Average receipts per 
ton per mile, cents} 0.600 : 0.687 0.52 : .687 























The through rates of the Intercolonial are necessarily the same 
as those of competing lines. Considering all the conditions, the 
statistics indicate that its local rates are somewhat lower than those 
of other lines in corresponding territory; and one of its higher 
officers expressed to the writer the opinion that they are about 
10 per cent lower. 

If this is correct, the losses of the Intercolonial are due partly 
to the lowness of its rates, but more largely to other causes. I 


* Railway Statistics of the Dominion of Canada for years named, and official infor- 
mation as to Canadian Pacific eastern lines. 
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total earnings per mile in 1914 were $8,625." In order to have paid 
its operating expenses and 4 per cent on its cost of construction as 
officially reported, it would have had to earn $11,541, or 34 per cent 
more than it did, and its rates would have had to be at least 34 per 
cent higher. This would have made both its average passenger rate 
and its average freight rate considerably higher than those of the 
Canadian Pacific or Grand Trunk. 
Not more than one-third of the losses of the Intercolonial can 
be attributed to its rates. Even this one-third cannot be defended. 
Like its other losses, this part is defrayed from taxes. The people 
of the whole country are thus obliged to pay for a large part of the 
transportation frnished to those who travel and ship over the 
Intercolonial.f If the government charged these travelers and 
shippers higher rates and voted them an equivalent subsidy, the 
results to all concerned would be the same, while the public would 
clearly perceive the true character and significance of the policy 
followed/ 

The conclusion that at least two-thirds of the losses incurred by 
the Intercolonial are not due to its rates suggests that they must 
be due to uneconomical management. In this connection stress 
must be laid on the fact that the cost of providing railway service 
necessarily includes capital expenses, as well as operating expenses. 
A further fact which often is overlooked is that there is a very close 
relationship between capital expenses and operating expenses. 
Under either private or public ownership the public must ultimately 
pay all of both of these classes of expenses; and the amount of 
operating expenses will under either policy depend largely on the 
amount of the capital expenses efficiently incurred. To reduce the 
grades of a railway involves an increase of investment and fixed 
charges—in other words, of capital expenses; but if the investment 
is wisely and efficiently made, it will cause a still greater diminution 
of operating expenses. The total expenses will thereby be dimin- 
ished. Likewise, if needed capital expenditures are not made, there 
will be needless increases of operating expenses; if capital expendi- 
tures are unwisély or inefficiently made, there will be needless 
increases of fixed charges; and in either case the total expenses will 


* Official statement. 
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become needlessly large. This close relation between capital 
expenses and operating expenses illustrates the folly, so strikingly , 
exemplified in Canada, of the common practice of keeping the) ~ 
accounts of government railways so as not to show the exact “ai 
amount of interest paid on the investment, and of calling all their 
net earnings “‘profits.”” It would be equally rational to ignore the 
operating expenses also, and to call the total earnings “profits.” 
Bearing in mind these facts and principles, let us investigate the 
total expenses of the Intercolonial. Its cost to the public to 
June 30, 1914, including its losses, was $219,000 per mile. Interest 
on this at 4 per cent is $8,760 per annum, which, added to its operat- 
ing expenses, $8,718 per mile, makes a total expense to the Cana-. ., . 
dian public for the service of the road of $17,478 per mile of line,} ¥ iy 
without allowing anything for the taxes lost to the public becau 
it is not privately owned. 
To pay this total from its earnings the Intercolonial’s rates would 
have to be raised 102 per cent. The Canadian Pacific on its 
eastern lines charges rates slightly. higher than those of the Inter-| ~ . 
colonial; it handled in 1914 a traffic slightly smaller; it collected, 
only $10,045 per mile of line in rates from the public; and yet it; 
paid taxes, interest on its bonds, and 1o per cent dividends on its| 
stock, 7 per cent of these being from earnings; and it had a surplus 
averaging $256 for each mile of line. 
It may be contended by some that the inclusion of all the losses 
the Intercolonial has sustained in getting a basis for ascertaining its 
actual present expenses is not fair. The writer believes that this is 
the only method which discloses the amount which government 
ownership and management have cost and are costing the people 
of Canada. But, to avoid this objection, let us disregard the losses 
sustained prior to 1914. In 1914, the cost of construction of the 
Intercolonial was officially reported as $70,815 a mile. Interest on 
this at 4 per cent is $2,833. Added to operating expenses, $8,718, 
this makes a total expense per mile, as already indicated, of $11,541. 
Taxes on the same basis as those the Canadian Pacific paid would 
increase this to $11,671. The Canadian Pacific eastern lines, for 
each mile of line operated, collected 15 per cent less than this from 
the public, while handling only 6.5 per cent less traffic per mile; 


= 
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they paid taxes, and they earned $1,573 net operating income per 
mile; and the Canadian Pacific system, as already indicated, not 
only paid interest and dividends, but had a surplus. To have paid 
4 per cent interest, and paid taxes and put aside surplus in the same 
proportion, the Intercolonial would have had to collect from the 
public $11,900 for each mile of its line, or 18 per cent more per mile 
than the Canadian Pacific eastern lines did. The data on which 
these comparisons are based are given in Table III. 

It is clear that the service of the Canadian Pacific, while profit- 
able to its owners, costs the public much less in proportion than that 
rendered by the Intercolonial. And the expense of it is more 
equitably distributed. It is all paid by those who receive the serv- 
ice, while only from one-half to three-fourths of the total expenses 
incurred by the Intercolonial are borne by those who receive its 
service. The rest is borne by the taxpayers. 

The question naturally arises why the total expenses of the 
Intercolonial are so great. Its ‘cost of construction ’’—the invest- 
ment in it—as officially reported, amounting in 1914 to $70,815 a 
mile, is excessive according to the standards of Canada and the 
United States. The average capitalization of the railways of the 
United States in 1914 was only $66,661; and an average mile of 
their line was a much better piece of property and handled sub- 
stantially more traffic than an average mile of the Intercolonial. 
The average capitalization of the private railways of Canada, 
excluding duplications, was $53,619." The average capitalization 
of the Canadian Pacific system was $51,021. Most of the privately 
owned railways of Canada, and conspicuously the Canadian Pacific, 
have received subsidies from the government. The receipts of the 
Canadian Pacific from its land grants amount to about $6,000 for 
each mile of its line. But the government aid it has received is far 
from adequate to account for the difference of over $17,000 a mile 
between its average capitalization and the Intercolonial’s “cost of 
construction.” The explanation of the Intercolonial’s large cost 
of construction must be that expenditures on it have been made 
wastefully, or that its accounts have not always distinguished 


t “Operating Results of Canadian Railways in 1914,”’ by J. L. Payne, controller 
of statistics of Canadian railway department, in Railway Age Gazette, March 26, 1915. 
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accurately between expenditures for construction and expenditures 
for operation. 
TABLE III 


CoMPARATIVE STATISTICS OF THE INTERCOLONIAL AND CANADIAN PaciFic EASTERN 
LINES FOR THE YEARS 1914 AND IQI5 
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4,786.9 
$47,863* 
126,208 


2,170.1 
58 


1.894 
$1. 409 


$3,057.07 
695,000 


1,999.4 
347.56 


°.719 
$2.50 
$4,998. 51 


$8,314.54 
3,987.1 
$2.09 


$6,199.94 
$1.56 
$2,114.60 
$123 .90* 
$1,990.70 





* Average for entire system. All computations furnished from official sources. 


That there long was scandalous waste in the construction of the 


Intercolonial is beyond question. 


Many years ago Sir Alexander 





Galt moved in Parliament that “the present system under which 
the road is being built as a public work of the Dominion is expensive 
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and unsatisfactory; . . . . and that in the opinion of this house the 
construction and future operation of the line should be committed 
to private hands.” Walter Shanly, the most eminent Canadian 
engineer of his day, who built the Hoosac Tunnel, alleged that the 
Intercolonial “had already involved a vast waste of money and 
done much to contaminate public life.”” Sir John MacDonald, when 
prime minister, said that he was “‘tired of the disclosures about 
frauds and shortages, bankrupt contractors, and contractors who 
had made a fortune with suspicious ease, and was disposed after 
construction was completed to turn over the operation of the line 
to the Grand Trunk or some other company.” Before the Civil 
Service Commission of 1892, Collingwood Schreiber, a distinguished 
engineer, then deputy minister of railways, and for some years 
general manager of the line, testified that he had taken some sand 
from a gravel-pit in the woods near Gloucester Junction for which 
he offered $5.00 as ample compensation. The owner, backed by 
local politicians, demanded $70,000, and in the end obtained 
$16,000. “The public’s mind,” said Mr. Schreiber, ‘“‘is pervaded 
with the idea that one has a right to get all one can from the public 
treasury.”” The original estimate for an extension from Hadlow, 
near Quebec, to St. Charles Junction, fourteen miles long, was 
$600,000. Property owners whose land and buildings were con- 
demned appealed with such success to local politicians for assist- 
ance, ‘‘and swore one for another as to values” so ably, that the 
line finally cost $2,200,000.‘ It seems to have been a common 
practice to let contracts for new construction and improvements to 
concerns and individuals because they were supporters of the party 
in power. 

The only structures or facilities of the road whose character 
tends to explain its relatively high cost are certain of its passenger 
stations, which are very large and pretentious-looking for the towns 
in which they are situated. One is told in Canada that these are 
due to the influence of local members of Parliament. Appropria- 
tions for passenger stations on the Intercolonial sometimes are part 
of the “‘pork barrel” in Canada, as appropriations for post-office 
buildings are in the United States. 

* Montreal Gazette, October 21, 1915. 
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Let us turn now from the road’s capital expenses to its operating 
expenses. During most of the last ten years it has handled more 
traffic per mile, both freight and passenger, than the eastern lines 
of the Canadian Pacific. Within recent years the Canadian Pacific 
has had a heavier passenger business; but the Intercolonial still has 
a denser freight traffic. This was true in 1914; and in that year it 
ran 5,562 trains over each mile of line, as compared with 4,987 run 
by the Canadian Pacific eastern lines. Bearing these facts in 
mind, it is interesting to study the analysis of operating expenses 
given in Table IV: 


TABLE IV 


OPERATING EXPENSES, 1914 





CANADIAN Pactric RAILWAY 
INTERCOLONIAL Eastern Lines 





Total Operat- 
ing Expenses 
per Mile 


Per Cent of 
‘otal Operat 
ing Expenses 


- | ing Expenses 


Total Operat- 
per Mile 


Per Cent of 
Total Operat- 
ing Expenses 





16.66 
22.06 
56.56 
2.22 
2.55 


21.87 
20.33 
53-27 
2.15 
2.37 


+$1,744.00 
1,621.00 
4,247.00 
171.00 
188.00 


Maintenance of way and struc- 
$1,454.00 

Maintenance of equipment 

Conducting transportation 


1,916.00 
4,936.00 

Traffic expenses ; 

General expenses 245.00 














A question arises: Why are the Intercolonial’s expenditures for 
maintenance of way and structures smaller than those of the 
Canadian Pacific, when the amount of traffic it handles and the 
number of trains it runs are larger? It may be answered that it is 
because the Intercolonial is more economically operated. This 
explanation can hardly be accepted, because while its total traffic, 
passenger and freight, per mile is only about 6.5 per cent heavier 
than that of the Canadian Pacific eastern lines, its cost of mainte- 
nance of equipment per mile is 11.5 per cent greater, its cost of 
conducting transportation per mile 13.5 per cent greater, its traffic 
expenses per mile 16.5 per cent greater, and its general expenses 
per mile 30 per cent greater. The advocates of government owner- 
ship claim that it would save money by doing away with the 
“princely”’ salaries paid to the higher officials of railways. The 
salaries of general officers are included in “general expenses.” 
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These, as just noted, are 30 per cent higher per mile on the Inter- 
colonial than on the Canadian Pacific eastern lines; and the 
expenses of the railway department of the government are not 
included in this calculation. The Intercolonial’s small expenditures 
for maintenance of way and structures are partly due to the fact 
that, on the whole, its roadway and track are not kept in as good 
condition as those of the Canadian Pacific. A further explanation 
may be that expenditures which really should be charged to mainte- 
nance of way are charged to construction. The line between 
maintenance of way, and additions and betterments, is hard to draw 
accurately; and where a management is confronted with chronic 
deficits, as on the Intercolonial, it is under a constant temptation 
to make as good a showing as possible regarding operating expenses, 
by charging everything it can to capital account. 

The small expenditures of the Intercolonial for maintenance of 
way are not new. In the five years ending with June 30, 1914, it 
spent on this account an average of only $1,317 per mile of line, 
while the Canadian Pacific system, handling a smaller traffic per 
mile, spent an average of $1,497. YThe fact that the capital—or 
“cost of construction’’—account of the Intercolonial is rapidly 
growing larger without causing reductions, absolutely or relatively, 
in transportation expenses, supports the theory that its low figures 
for maintenance of way expenses are largely fictitious. 

There is nothing fictitious, however, about its rel4tively large 
expenditures for other accounts. One of the surest indications of 
uneconomical and inefficient management is that a road is spending 
a relatively small part of its earnings for maintenance and a rela- 
tively large part for conducting transportation and for general and 
traffic purposes. What is spent for maintenance goes into the 
physical property and helps to keep up or improve the service, while 
what is spent for conducting transportation and for general and 
traffic purposes adds nothing to the physical property, but is gone 
forever: Relatively large expenditures for maintenance of way are 
more important than those for maintenance of equipment; for the 
latter may be due to a system of management which provides and 
uses an unnecessarily large amount of equipment. Att is especially 
important to keep down the cost of conducting transportation, not 
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only because the outlay made for it is gone forever, but because it 
is much the largest item of railway expenses. 

The main reason for the Intercolonial’s relatively high cost of 
conducting transportation is obvious. The most effective means 
for restricting this part of expenses is to handle traffic in the largest 
possible carloads and trainloads. Now, the Intercolonial has a long 
average haul per ton, 265 miles; it has a denser freight traffic than 
the Canadian Pacific eastern lines; and yet in 1914 it carried only 
265 tons per train, as compared with 310 tons for the Canadian 
Pacific eastern lines. In consequence it ran 30 per cent more freight! 
trains over each mile of line to handle 12 per cent more freight) 
traffic. Similarly it ran 84 per cent as many passenger trains ove 
each mile of line to handle 74 per cent as much passenger traffic. 
The comparatively small trainloads of the Intercolonial help to 
explain not only its high transportation expenses, but also its high 
maintenance of equipment expenses. The more trains run to 
handle a given business, the more equipment there must be pro- 
vided and maintained and the larger, other things being equal, will 
be the expenditures for maintenance of equipment. 

The road’s relatively large expenditures for conducting trans- 
portation and maintenance of equipment are no more a new thing 
than its relatively low expenditures for maintenance of way. Dur- 
ing the five years ending with 1914, while its maintenance of way 
expenses per mile were less than those of the Canadian Pacific sys- 
tem, its maintenance of equipment expenses averaged $1,746 per 
mile, or 33 per cent more, and its conducting transportation 
expenses $4,075 per mile, or 19 per cent more. 

In the United States 20 per cent of the operating expenses of the, 
railways are incurred for maintenance of way, while on the Inter-| 
colonial less than 17 per cent are incurred for that purpose. In this! 
country maintenance of equipment expenses are 23.8 per cent of 
total operating expenses, while on the Intercolonial they are 22 per 
cent. On the railways of the United States less than 51 per cent | 
of operating expenditures are made for conducting transportation; | 
on the Intercolonial, almost 57 per cent. The Intercolonial makes | 
39 per cent of its operating outlay for both classes of maintenance 
and 61 per cent for other purposes. The railways of the United 
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States make 44 per cent of theirs for maintenance and only 56 per 
cent for other purposes. The railways of the United States, with a 
capitalization smaller than the Intercolonial’s cost of construction, 
handle 5 per cent more passenger traffic and 27 per cent more 
freight traffic per mile, with only 2.6 per cent greater operating 
expenses. One need not be expert in the analysis of railway statis- 
tics to see that those of the Intercolonial indicate a management 
which is extremely uneconomical as compared with that of the 
average railway in Canada or the United States. 

Little of the blame for this poor showing can apparently be 
placed on the present minister of railways, Hon. Frank Cochrane, 
or the present general manager, F. P. Gutelius. When Mr. Coch- 
rane came into office a few years ago he evidently realized that the 
road had long been wretchedly mismanaged; for he put Mr. 
Gutelius, an experienced and able railway man, a former officer of 
the Canadian Pacific, in charge, with large authority. Mr. 
Gutelius went energetically to work to increase earnings and reduce 
expenses. He received the loyal support of most of the officers; 
and he has continued, up to the present time, his efforts to improve 
the results secured. 

The general confusion and reduction of railway earnings caused 
by the war have made it difficult to measure the effects of his exer- 
tions. And unfortunately the Canadian public, especially that part 
living in the provinces in which the Intercolonial operates, and the 
representatives of this part in Parliament, have grown accustomed 
to having, and, indeed, insist upon having, the Intercolonial man- 
aged in ways which mainly account for its high expenses. Almost 
every increase of rates or reduction in expenses which the present 
management has attempted to make has encountered opposition 
which soon has been supplemented by or converted into political 
pressure. When it tried to reduce the excessive locai freight and 
passenger service being given, the communities affected appealed 
to their deputies, and they to the minister of railways. When 
efforts have been made to dispense with needless employees, 
deputies have interposed in defense of their partisans. The fiscal 
year ending on June 30, 1915, was a period of acute business dis- 
tress in Canada. There was a heavy decline in railway traffic. 
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How much more freely and energetically the management of a pri- 
vate railway company can act in such an emergency than the 
management of a state railway subject to political pressure is indi- 
cated by the fact that while the Intercolonial suffered a loss of 
total earnings per mile of 12 per cent and reduced its operating 
expenses 11 per cent, the Canadian Pacific eastern lines, with a loss 
of earnings of 20 per cent per mile, reduced their operating expenses 
25.7 per cent. The management of the Intercolonial could not 
have done so well as it did if it had not been saved the trouble of 
laying off numerous employees by having them voluntarily enlist 
in the army. It did not discharge these; it simply did not replace 
them. 

When a railway produces such results over a long period they 
may be immediately attributable to a number of causes, but these 
minor causes usually are themselves the effect of a few major causes. 
One of the major causes in this case has been that the officers in 
direct charge of the property have had little incentive to manage 
it well.y The public and Parliament have not demanded this as the 
stockHolders and directors of a railway company do. Consequently, 
there has been a feeling of comparative indifference regarding results 
on the part of the officers. /Another of the major causes has been 
the influence of politics. / This has been the major cause. The part 
which politics formerly played is freely admitted by the officers of 
the road, although they say that conditions are somewhat different 
now. The prevailing low rates have been made as a sop to the 
people, and especially to the French population, of the eastern 
provinces. “Almost every abuse known to railroading took root 


and flourished, such as underbilling—that is, permitting a favored * 


shipper to load the cars with a larger quantity of goods than he 
paid for, while his competitors on the other side of politics were 
restricted to a standard load and mulcted for any excess; the grant- 
ing of secret rebates; the maintenance of an excessive number of 
stations and employees in order to swell the political influence of 


the road at election times; absurd classifications; unjust tariffs; ¢ 


the acquisition of more or less useless branch lines to serve partisan 
ends, and so an.’” 
1 Montreal Gazette, October 21, 1915. 


*. 
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It was customary for the party in power to buy railway supplies 
only from its supporters;/and the story is told of a dentist who 
engaged in the manufacture of a certain device expressly to market 
it on the Intercolonial by means of his political affiliations’ It was 

{ common practice largely to increase the number of employees some 
weeks before election, and every officer of the road frequently had 
the experience of coming to his office and finding among his subor- 
dinates the faces of men he had never seen before, and who had 

_ been put on his pay-roll at the instance of politicians. If an influ- 

‘ential politician wanted a man given a job on the railway he did 
not bother to take up the matter with the general manager or even 
with the division superintendent. He wrote a letter to the train- 
master or the roadmaster and ordered his friend and supporter 
employed. If an employee was discharged for incompetency or 
other good cause, he could usually get reinstated if he had political 
pull. When business fell off, politics made it impossible to reduce 
the number of employees and operating expenses proportionately. 
Political influence was used not only to secure excessively large and 
expensive passenger stations, but also unnecessary and unprofitable 
passenger and freight service./ For example, when the present 

| management came in it found that numerous passenger trains were 
| being run into and out of St. John, Halifax, Sydney, and New- 

\ castle, to enable leading citizens of these small cities to live in the 

\<¢suburbs."“Most of these trains were earning only fifteen to fifty 
cents per mile, but when the management tried to reduce the 
service it encountered a storm of opposition which soon became 
largely political. 

As already indicated, the present management is trying to 
eliminate political influences and to put the operation of the road 
on a business basis. But the effects of the old régime are still 
apparent, and, as has been shown, opposition instead of assistance 
is offered by the part of the public served by the Intercolonial, while 
very little help is received from the rest of the people of Canada. 
In these circumstances it is hard to see how the management can 
accomplish much, or how it can maintain its reforming zeal long. 

One of the arguments always advanced for government owner- 
ship is that the managements of state railways will and should 
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strive rather to promote the welfare of the people than to earn 
profits; and it may be contended that to show that the Inter- 
colonial’s management has been dominated by politics, that its 
rates have been made too low, and that there has been waste in its 
construction and operation, proves nothing regarding the desira- 
bility of government ownership and management, because it takes 
no account of the influence which has been exerted on the develop- 
ment and prosperity of the territory which the road serves. 

The question as to the amount and character of the influence 
which the Intercolonial has exerted on the development and pros- 
perity of the maritime provinces is a somewhat difficult one to 
answer. It is easily demonstrable by official data regarding the 
changes in the population, the agriculture, and the industry of these 
provinces and of other parts of Canada and the United States, that 
progress in the territory served by the Intercolonial has been rela- 
tively small and slow. In fact, it probably has been as small and 
slow as in any other equally large territory in Canada or the United 
States which has any considerable natural resources. Doubtless, 
however, this is due to a combination of circumstances. The 
natural resources of the maritime provinces from either an agricul-_ 
tural or a manufacturing standpoint are not great, and their popu- 
lation is to a large extent naturally quite conservative. One thing 
may be said, however, with certainty. This is that the material 
progress made in the territory served by the Intercolonial has not 
been such as to support the argument that government management 
of railways will tend more strongly to promote the material well- 
being of the public than private management. If any argument 
at all can be based on it, it is one against rather than in favor of 
government management. 

The results of government ownership and management in 
Canada, taken as a whole, constitute a powerful argument in favor | 
of the abandonment of that policy in the Dominion and against its 


adoption in the United States. 
SAMUEL O. DUNN 
“Rartway AGE GAZETTE” 
Cuicaco, ILL. 








AMERICAN BUSINESS AND FINANCE AFTER THE WAR 


Efforts to predict the economic future have usually been 
unsuccessful, since they require a knowledge of too many factors 
to permit of accurate forecasts. Few persons could have antici- 
pated even the chief results of the present European conflict, 
either from the financial, the industrial, or the commercial stand- 
point. It is not likely that the later history and after-effects of the 
struggle will be easier to describe with accuracy than the events 
which have marked the progress of the war thus far. Nevertheless, 
it is true that definite consequences have already been produced, 
and that new conditions have been brought into existence since 
the conflict opened. The working out of these conditions must 
proceed along fixed lines. It is practicable at least to indicate 
certain alternatives of the future with a degree of certainty. The 
consequences of the changes already produced in American business 
and finance must be developed in directions which are already 


clearly defined; and although they may diverge from one another 
in ways which cannot now be foreseen, it is probably feasible to 
indicate why, and under what conditions such divergence will 
occur, if at all. Subject to these limitations, we may reasonably 
attempt to show some of the principal consequences likely to 
follow from the war, and some of the problems likely to be presented 
for solution at its close. 


I 


Without attempting even an outline of the chief financial 
features of the European war, certain economic aspects of it must 
necessarily be borne in mind in considering its consequences. 
Perhaps the most striking development of all has been the great 
alteration in international commercial and financial relationships. 
As affecting the United States, two features of this change require 
particular notice—the enormous growth in our export trade, and 
the fact that as a result of it we have succeeded in paying off a 

572 
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considerable portion of the internationai indebtedness which we 
were carrying before the conflict opened. Precisely how great a 
trade balance has been developed by the United States since the 
beginning of the war it would be impossible to say with accuracy. 
A few salient figures are known, but beyond these, in spite of the 
constant more or less conjectural assertions, very little can be 
stated with certainty. It is reasonably assured that during the 
year 1915 there accrued to the United States a merchandise bal- 
ance of about $1,750,000,000, while during the same period there 
was a net gain of gold, through importation, of approximately 
$400,000,000. It is probable that during that part of the war 
prior to January 1, 1915, we paid off, through excess of exported 
over imported merchandise, a current balance due to Europe 
amounting to from $450,000,000 to $500,000,000. During the year 
1915, we furnished Europe, besides the Anglo-French loan of 
$500,000,000, about $300,000,000 in addition, upon bonds or 
bankers’ acceptances, and it is probably true that during the same 
year (1915) we received back from foreign countries somewhere 
from $1,000,000,000 to $1,500,000,000 worth of our own securities 
formerly held abroad. Precisely what became of these securities» 
to whom they were turned over, how far they went toward canceling 
indebtedness, how far they were used to sustain new credits at 
banks, as well as many other elements important in analyzing the 
financial problem of the year, cannot as yet be stated, and to 
attempt to state them definitely would be only misleading. We 
can at least say with certainty that, as a result of the year’s opera- 
tions, we definitely and finally paid off a considerable amount of 
our obligations, while foreign nations established with us corre- 
sponding credits, payment being made in our own goods of all 
kinds, shipped to buyers in other countries. The effect of these 
changes has been to place the United States in a definitely new 
financial position in respect to such foreign countries. At the 
close of the war, while we shall not be completely out of debt to 
other countries, we may safely expect that our debt to them will 
have been very much reduced, and that in consequence the neces- 
sity of making interest payments through excesses of exports over 
imports will be far less than at the beginning of the war, while 
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foreign countries will at the same time have acquired the habit of 
financing themselves to some considerable extent in the United 
States. 

The banking changes resulting from the war have been even 
more striking than those of a purely financial nature. Prior to the 
beginning of the year 1914, foreigners engaged in exporting and 
importing business with the United States seldom thought of 
securing their banking accommodations in this country. The 
Brazilian coffee exporter, for example, who shipped his product to 
New York, required the New York importer to arrange payment 
through a London banking institution, so that drafts drawn upon 
the latter would be readily discounted when presented to a local 
banker at Rio. The exporter from the United States who sent 
cotton to Liverpool expected to be paid through the medium of 
acceptances by, or of drafts upon, an English banking institution. 
The American importer of woolen goods, who found it necessary 
to pay for his invoice in Manchester did so by arranging through 
his own bank for an English credit. In a lesser degree, the same 
conditions existed in trade with Germany, France, and other 
countries. Where such countries were not in a position to finance 
the trade themselves, it was usually through British banks and 
British capital that international trade was provided with the 
banking basis it needed. American banks made loans, it is true, 
to persons engaged in foreign trade, but they made them upon 
the same basis as domestic loans—that is to say, as advances of 
funds for a stated period, protected by a stated security. The 
credit business based upon the movement of actual goods and 
eventually dependent upon the standing or credit of the buyers 
and sellers of such goods was only rudimentary with us. 

Two reasons may be assigned for these conditions: the lack of 
suitable banking legislation, and the fact that American banks 
were so largely engaged, and found so profitable a field, in their 
domestic operations, as to consider it of relatively little impor- 
tance to themselves to seek the business of financing foreign trans- 
actions. The first of these obstacles to the growth of foreign-trade 
financing in the United States had already been removed prior to 
the opening of the war by the passage of the Federal Reserve act, 
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and by the state legislation, apparently patterned after it, which 
was adopted in a number of commonwealths. As the result of this 
legislation, both national and state, the power was given to Ameri- 
can banking institutions to use their credit in accepting bills 
presented to them for the financing of export movements. On 
the other hand, with the growth and increasing significance of the 
economic changes due to the war, the financing of foreign business 
became not only profitable, but absolutely necessary to the welfare 
of American trade and manufacture. The fact that commercial- 
paper rates rose so very greatly in foreign countries, while at the 
same time they were so greatly reduced in the United States, owing 
to the release of reserves under the Federal Reserve act as well as 
to other conditions closely connected therewith, gave American 
banks not only a great competitive advantage, but also a position 
of greater profit and opportunity in the foreign trade than they 
could have acquired under other circumstances. The result has 
been a gradual development of the acceptance business by both 
national and state institutions, until today it is roughly estimated 
that perhaps $150,000,000 of paper growing out of foreign trade 
has been accepted by American banking houses. It is true that 
thus far only some twenty-five institutions have secured from the 
Federal Reserve Board permission to accept bills up to 100 per cent 
of their capital and surplus (the limit set by law), but it is also 
true that many other institutions, without making such application, 
have begun to accept bills. It will be a matter of only a short time 
before the acceptance operations of national and state banks reach 
a level far higher than any thus far registered. 

More important, however, than the acceptance business thus 
far, has been the development of ordinary credit operations between 
foreign countries and the United States, financed by American 
banking houses. Shippers in foreign countries, desirous of continu- 
ing or expanding their business with the United States, have secured 
the aid of American banks, and have opened accounts with the 
latter. In some cases, American banks have agreed to meet drafts 
drawn upon them, such drafts being protected in case of necessity 
by American securities held in trust, and simply hypothecated 
whenever conditions required it, in order to restore the balance of 
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the foreign drawers. In other cases, a credit has been established 
and maintained against warehouse receipts representing commodi- 
ties stored in foreign countries, and ready for, or in process of, 
shipment to the United States, as circumstances demanded. Still 
other classes of accommodation have been arranged according to 
the convenience of foreign dealers and the facilities of American 
banking houses. The outcome has been that of transferring to 
the United States a considerable part of the actual work of “‘carry- 
ing” commodities in transit to and from this country—a burden 
formerly borne by banks in London and other European markets. 
A circumstance which has greatly aided in this process has been 
the increasing inability of foreign banks to continue to furnish 
the accommodations which exporters have been in the habit of 
receiving from them. Both English and continental institutions 
have found their resources severely strained by the new and 
unexpected demands growing out of the war. They have been 
unable to afford the facilities that they have supplied in the past, 
or to allow their branches in South America or the Orient to draw 
upon them as freely as heretofore, or even to furnish the funds 
actually in their possession at rates as reasonable as those that 
could be obtained from American banks. It would have been 
true, in any event, that, with our export trade so greatly increased, 
a natural tendency to the transfer of some of the banking operations 
attendant upon it to American banks might have been expected. 
This tendency, however, has been enormously accentuated by the 
increasing need felt by foreign and particularly British banks, due 
to the absorption of their means in other directions. The two 
elements working together have produced an exceptional growth 
of the business of foreign-trade financing on the part of American 
banks that could not otherwise have been expected. 

A third element in the situation, likely to figure more and more 
importantly as time goes on, is found in the gradual evolution of 
foreign banking connections, either through the creation of branches 
or the establishment of agencies by American institutions. Only 
one large American institution has thus far taken advantage of the 
provision of the Federal Reserve act for the establishment of 
branches, but this one at least has done so upon a substantial 
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scale, which may be expected to show very definite results. How- 
ever, the amendment of the Federal Reserve act in such a way as 
to permit the creation of jointly owned institutions intended for 
the establishment of foreign branches, will, when accomplished, 
do still more toward the further advancement of the branch system. 
In the meantime, somewhat similar results are being obtained 
through the working out of connections between American and 
foreign banking institutions. Not only the great private banks in 
foreign countries, but some of the government-controlled institu- 
tions—the central banks of Europe—have found it necessary or 
desirable to establish connections either with federal reserve banks 
or with the greater banks, national or state, of our principal cities. 
They have undertaken to do what has been either avoided or 
neglected in the past. They have placed accounts and opened 
credits with American banks, in order that they may thus hold 
more of the trade originating in their own countries, which would 
otherwise probably have gene direct to American banking houses. 
They have thus placed themselves under obligations to American 
banking houses, and have gained practical experience of American 
banking methods, in a way that would not otherwise have been 
possible, save under the slow influence of many years of gradual 
pressure. These foreign banking connections are likely to continue 
in effect upon some basis after the war is over, for reasons which 
will presently be noted. In the meantime, the fact of their existence 
places our bankers in a competitive position entirely different from 
that which they would have occupied had not conditions permitted 
the development of these connections. 

Finally, it is worthy of special note that the creation of the 
federal reserve system has, beyond any question, transformed the 
American banking situation in its relation to foreign markets. 
For many years past, foreigners have looked upon the banking 
system of the United States as unstable and unsatisfactory. They 
have felt that the lack of a co-operative or centralized organization 
was an element of weakness, the effects of which might show them- 
selves at any moment. They have found that, in times of panic 
or difficulty in the United States, American banks looked to them 
for aid, while in their own periods of difficulty they could expect 
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but little support from this continent. The federal reserve system 
has unmistakably tended strongly to correct this attitude abroad. 
Foreigners have shown marked interest in the system, an interest 
perhaps the more striking because of the fact that the new organ- 
ization came at a time when European countries were deeply 
absorbed in their own affairs. It is believed by not a few capable 
and unbiased European financial authorities that the creation of 
the federal reserve system has radically altered the future relation- 
ship that may be expected to exist between European and American 
markets, rendering Europeans certain that a definite means of 
regulating rates of discount has at length been created, while 
rendering Americans less dependent, in consequence, upon Euro- 
pean institutions, and correspondingly more able to regulate their 
own affairs in harmony with the changes in conditions at home 
and abroad. The maintenance of a more stable and uniform rate 
of discount, corresponding more clearly than ever in the past to 
the rates prevailing in foreign countries, must be borne in mind 
as one of the chief elements in the federal reserve system, and as 
one of the factors likely to be most influential in the gradual devel- 
opment of a true financial market in the United States. All of 
these elements in the situation may perhaps be summed up in the 
single statement that, partly as a result of our own changes in 
legislation, partly as a result of new conditions of exportation and 
importation, and partly in consequence of the altered financial 
outlook due to the European war, there has been established in 
the United States a genuine discount market, self-dependent, and 
in due measure self-controlling, concerning itself more and more 
with the financing of foreign trade, and, by so doing, developing 
the strength to maintain its own place in the management of such 
trade during future years. 


Il 


The financial and banking effects of the European war upon 
the countries of Europe, as well as upon the nations whose trade 
is strictly dependent upon European markets, have been no less 
striking than those observable in the United States itself. The 
time has not yet come when definite statements can be made 
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regarding the actual position of the European banks; still less is it 
feasible at this time to forecast their approximate condition at the 
close of the war. A few general aspects of the situation may, 
however, be mentioned with some degree of confidence. There 
has been developed, in the belligerent countries of Europe, a paper 
currency not irredeemable, but in many cases verging so closely 
upon that condition as to be to all intents and purposes fiat money. 
The gold reserves of the European banks have not only been 
greatly reduced, relatively speaking, but are in fact in a far more 
hazardous condition than appears upon the surface. Export credit 
arrangements have in many cases been consummated upon a basis 
involving the later withdrawal of accounts from the vaults of the 
central banks with the sanction of the governmental authorities, 
who for the present are withholding such shipments, because of the 
bad effect they would produce were they to occur at once. This 
non-shipment of gold can be continued only in the event that 
exchange is provided either before or immediately after the end of 
the war, to an extent sufficient to furnish means of canceling the 
one- and two-year operations which have been effected upon a 
short-term basis. Great as has been the net gain of gold in the 
United States, it may be expected, therefore, that such gains will 
be still greater if there is no reason to look forward to an increase 
in productive power on the part of the belligerent nations, but 
rather to a decrease as the war continues, and consequently, to a 
falling off in their power to meet maturing obligations through the 
shipment of goods. The close of the war will almost certainly find 
the principal European banks not only weak in gold, but feeling a 
severe and continuous drain, largely toward the United States. 
Adoption of measures to stop this drain of gold, and if possible to 
turn the gold current in the opposite direction, must be looked to 
as one of the post-bellum developments in Europe. Apart from 
the changes in export trade which may bring this result to pass, 
European countries can control gold movements only by arranging 
with the United States for further loans or accommodations, which 
will enable them to retain their holdings or to acquire more. It 
may be reasonably assumed, therefore, that among the leading 
changes in European banking conditions due to the war will 
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perhaps be severe shortage of gold, with corresponding inability to 
increase loans, and an immediate necessity of negotiating with the 
United States or with other gold-holding countries for the return 
of the specie already taken from European nations, and held in 
excess of ordinary requirements. How far this backward movement 
of gold will be effected by what we may call “natural means,” 
growing out of the movement of commodities, cannot be predicted 
with certainty; but the present prospects indicate a considerable 
use, at least for some time after the conclusion of the war, of 
direct loans, or a reliance upon negotiations designed to extend 
the maturity of loans already made. This phase of the European 
situation may be summed up as implying a continued decrease in 
power of accommodation to borrowers; a continued and increasing 
dependence upon the United States for gold with which to maintain 
the liquidity of foreign central banks; and a consequently continued 
development of the advantage of the United States in regard to the 
handling of current operations. 

A second important view of the European banking situation at 
the close of the war grows out of the admitted fact that relations 
between European nations at the end of the struggle will probably 
be anything but friendly. Tariff warfare and commercial exclu- 
siveness are now expected to be the order of the day as between 
the two groups of allied nations, and, while within these groups 
themselves there will undoubtedly be, if anything, an increase in 
the unity of purpose and community of interest which existed 
before the war, the power of mutual accommodation within these 
groups will, for reasons made evident, have been materially 
decreased. The fact that operations of a financial nature involving 
trade between the two groups of allies will be so greatly restricted 
is not merely based upon conjecture, but upon the fact that at the 
present time every effort is being made by each side to prevent the 
traders of the other from receiving banking accommodation. The 
extreme measures which are being prosecuted to this end, and which 
have been effective even as regards banking institutions of the 
United States and other neutral countries, may be expected to 
disappear after the war, but the feeling which has given rise to 
them will continue. In consequence, the striking aspect of the 
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post-bellum financial markets will be one of suspicion and inter- 
ruption as far as Europe is concerned—a situation which will 
naturally tend to throw to the United States many operations 
which would otherwise never have been transferred here. A basis 
will thus be laid for the shifting of a considerable volume of busi- 
ness from Europe to the United States. 


III 


It is now worth while to sketch the position in which the United 
States will find itself at the close of the European war, so far as 
its banking and credit relationships are concerned. Assuming that 
present developments continue unchecked, there will be found to 
exist, at the close of the struggle, a very large addition to American 
banking operations, which has grown out of three conditions, as 
follows: 

1. American exporters, finding new fields of business opened to 
them during the war, and finding foreign financial machinery 
inadequate, will have obtained accommodation from American 
banks, which will at the end of the war be sustaining an unusual 
volume of export transactions in this way. 

2. Foreign banks situated in countries like Great Britain, 
France, and others, whose resources have been seriously reduced 
as a result of the war, will have come to lean more and more 
heavily upon American banking houses, opening credits with us, 
and expecting our bankers to finance shipments of goods in trade 
between the United States and these other countries. 

3. Exporters and importers in countries dealing not only with 
the United States but with other nations (for example, exporters 
and importers in oriental countries who have been in the habit of 
dealing with European nations and financing their trade through 
London banks) will have transferred to American financial institu- 
tions an increasingly large share of the business of financing this 
export and import trade. 

These three different sources of increased business will each 
have contributed its share to the upbuilding of a great volume of 
operations in the hands of American banks—a volume greater than 
has ever been possessed by these institutions in the past, and 
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greater than they could under any favorable circumstances have 
come to control had it not been for the unforeseen contingencies 
of the European war. The question as to how much of this busi- 
ness can be retained by American financial institutions under the 
conditions already set forth above is one of extreme interest and 
importance, and can be answered only by an analysis of the three 
differing sets of conditions already referred to. Before attempting 
such an analysis, however, it is worth while to know precisely how 
American banks are at present handling the great volume of new 
business which has fallen to their share. 

The most striking phase, perhaps, of the new financial régime 
in the United States is found in the development of a definite 
discount market at those ports where the control of foreign busi- 
ness is most largely centralized. The market which in the past 
primarily occupied itself only with what was called commercial 
paper is now largely concerned with rates of foreign exchange, 
bankers’ acceptance rates, and rates for the accommodation of 
foreign banking institutions. The most typical, perhaps, among 
these new developments has been the growth of the system of 
acceptances, the provision for which was made by the Federal 
Reserve act and by sundry state Jaws which followed its lead just 
in time to permit the use of this valuable agency in the handling 
of a wholly unexpected and unforeseen foreign-trade development. 
There are no reliable statistics with reference to acceptance credits 
in the United States today, but, from such figures as are available, 
it is safe to say that at this writing the total amount of acceptances 
does not very much exceed $150,000,000. This is a small sum in 
comparison with the total amount of trade which is now being 
financed through American institutions, but which has a significance 
very far in excess of its actual volume. The existence of the accept- 
ance system has been effective in establishing stable rates of interest 
for export credits, and in furnishing to foreign bankers a guide with 
respect to credit conditions in the United States, which would 
otherwise have been lacking. It may be expected that the accept- 
ance business will greatly expand as its advantages become better 
known to American bankers and as the method of employing it 
becomes more and more widely recognized. The fact that under 
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the Federal Reserve act the total amount which may be accepted 
by a member bank is limited to 100 per cent of capital and surplus 
as a maximum, will prove a useful check upon what might other- 
wise, lacking the control exerted by custom and tradition in the 
English financial market, be carried too far. It is probably true 
that we shall not develop in the United States an acceptance mech- 
anism exactly similar to that which has been worked out in England 
through the agency of the acceptance houses of that country, but 
it is also true that a substantial equivalent of the English accept- 
ance market will be furnished through the federal reserve banks, 
whose extension will tend more and more to unify and keep stable 
not only the rates on acceptances, but the conditions under which 
they are actually granted by the banks themselves. 

Another factor of large importance in the credit development 
at the present time has been found in the actual transfer of balances 
to New York and other points in the United States. Many foreign 
banks in different parts of the world, which in years past never 
found it necessary to keep an account with an American bank, are 
doing so now. They are sustaining these accounts in many cases 
by collateral loans, protected by American securities belonging to 
them, but held in trust by the American banks with which the credit 
has been opened. In other cases, they are simply transferring to 
the United States funds which in other years have been placed 
largely with London or Paris banking houses. American bankers 
are providing exporters of American goods who are shipping to 
these countries with cash in payment for their goods upon docu- 
ments presented, deducting such payments from the accounts of 
the foreign banks, and looking to them for reimbursement either 
through transfers of funds from elsewhere, new loans protected in 
the way already described, or actual shipments of specie or the 
equivalent. The question of continuing this type of financial 
relationship is a complex one which will be referred to at greater 
length later; but at this point it is worthy of remark that foreign 
bankers are governed by custom in a far greater degree than are 
ours, and that the relations which they have once opened with 
the United States, if found satisfactory, will undoubtedly tend to 
be continued. 
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By the side of the new acceptance and export credits which 
have thus been described, there is being built up, thus far upon a 
small scale, a system of participation in foreign enterprises which 
is new to the United States, but which is likely to play an important 
part in the future developments which will follow immediately 
after the war. Foreign government loans have already been placed 
here in considerable amounts. The Anglo-French loan is of course 
familiar to all, but, in addition to purely war flotations, there has 
been also a very considerable development of loans based distinctly 
upon peace conditions. The floating of the Argentine bonds a year 
or two ago, the sale of various issues of short-term notes put on 
the market by European countries for the purpose of meeting their 
immediate necessities, and other operations of the same kind have 
been followed or accompanied by the taking up of a smaller quantity 
of foreign industrial securities, including some South American 
issues. It has long been a staple subject of observation that such 
participation in the sale of securities representing foreign enter- 
prises is practically necessary if we expect to sell our goods on a 
large scale in the markets of those countries. Countries obliged 
to obtain from others the means of forwarding their material 
development are today almost invariably required to accept the 
proceeds of their loans in the form of goods rather than in that of 
free cash, and this condition will hold true when peace has been 
restored and international trade has again become normal. 

Accepting these as perhaps the most striking features of change 
in the financial situation of the United States, we may now attempt 
an analysis of the elements in our business to which reference has 
already been made. Turning first to the question of trade between 
the United States and foreign belligerent countries, which is today 
being increasingly financed here, the prospects for the future are 
comparatively obvious. English banks have surrendered to the 
United States a share in the task of financing the export trade pass- 
ing from this country to Great Britain, but only in part, and only 
under great pressure. After the close of the war, or as soon as cir- 
cumstances will permit, they will undoubtedly make every effort 
to recover it. The question whether American bankers will succeed 
in holding the business which they have thus built up will, in the 
last analysis, depend upon the rates of interest or discount pre- 
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vailing in this country, as compared with those prevailing in London 
and other European markets. Our rates are today lower than any- 
where else in the world, but what will they be after the close of the 
European war? No human being can make any authoritative 
prediction upon this score, but we may be permitted to indicate, 
at a later point, some of the factors which will tend to control this 
matter. The conditions will be such that Great Britain and her 
bankers, possessed of their past skill in international trade, pos- 
sessed of the complete machinery for doing international business 
at a close figure, and eagerly desirous of recovering their profitable 
field for the employment of bank capital, will do what they can to 
reconquer the place from which they have been obliged for strategic 
reasons to withdraw during the continuance of European hostilities. 
They will not find American bankers as in the past unable to meet 
them with their own weapons, because the development of the 
acceptance system and the initiation of foreign business along 
other lines will have greatly strengthened the competitive power 
of this country. Even assuming, however, what is not likely, 
that American bankers will be able to meet English competitors 
upon an equal basis from the standpoint of method, the decisive 
factor in the case will, as already noted, be the rate of discount. 
As a modification of this statement, must be borne in mind the 
fact that the wishes and disposition of American exporters and 
importers will likewise have due influence. Should they show a 
decided disposition to secure the services of their own banking 
institutions in financing their foreign trade, instead of as in the 
past relying upon the services of British houses, a serious obstacle 
will have been interposed to the re-transfer of the business to the 
English banking institutions, which originally lost it to us through 
force of circumstances. In summary then it may be said that in 
this branch of business the future will depend largely upon the 
relative rates of discount for good foreign bills, and the conditions 
under which exportation and importation are controlled by those 
houses which are able to control the methods of financing ship- 
ments from this country. 

A similar review of the second branch of the business—that 
representing trade between the United States and other countries 
which have heretofore been dependent upon foreign markets—may 
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likewise be undertaken. What will be the future, let us say, of 
the trade of Brazil with the United States? Will shipments of 
coffee to the United States be paid for in drafts on London institu- 
tions, or will they as at present be financed, at least in some meas- 
ure, through New York banks? There is a new set of factors to be 
considered in connection with this question. As has been noted at 
another point, the development of foreign trade between, say, 
the United States and a country like Brazil is in no small degree 
dependent upon the readiness of American citizens to make long- 
term investments in Brazilian enterprises. Brazilian houses are 
today turning more and more to the United States for their credits, 
simply because they cannot get them as cheaply and satisfactorily 
in Europe. They are opening accounts with American banks, and 
they are being paid in drafts drawn on New York in dollars, instead 
of in drafts drawn on London in pounds sterling. When the war is 
over, and competition has been restored to somewhat its old basis, 
what will be the status of this type of business? Brazil will 
undoubtedly be influenced then, as in the past, by the extent to 
which British and other foreign houses stand ready to accommodate 
her in financing her long-term enterprises. If Americans are willing 
to do what England has done in the past, there is no reason why the 
United States should not retain for itself the new field of business 
which it has succeeded in opening not only in Brazil, but in other 
similarly situated countries. In this connection, much stress should 
also be placed upon the same question of financial convenience. 
An enterprising American institution has opened branches in Brazil 
and other South American countries. It has thereby greatly facili- 
tated the transaction both of short-term and of long-term business 
between the two nations. This, however, is an example which has 
not been followed by other American banks, and it cannot be 
doubted that much of the future success of our bankers in holding 
the new business which is coming to them in undeveloped countries 
will depend upon their policy and willingness in furnishing conven- 
ient facilities for the direct transaction of such business in those 
countries. This is a matter which in the immediate future will 
undoubtedly mean success or failure. With respect to the effective 
development of the branch banking system, the willingness of 
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American bankers to enter this new field and to hazard the capital 
thereby required, has, as already stated, been slender. Should it 
continue slender, an important element in the control of the business 
for the future will undoubtedly have been lost. Assuming, however, 
that in sundry countries a more vigorous support may be shown, 
it is clear that a continuance of the business now coming to the 
United States will ultimately depend upon the rates of discount 
that can be offered by American institutions, as compared with 
those of foreign countries. 

In the third field, to which reference has already been made, 
the situation is likewise dependent upon special and individual 
consideration. For example, will an exporter of goods from the 
Malay Peninsula to Great Britain, who now finances his dealings 
through the United States, be likely to continue so to do after the 
close of hostilities, and after the restoration of regular business 
relationships between Great Britain and other countries? It is 
certainly true that, in this field of business, the transfer of financial 
dealings to the United States has been made only under difficult 
conditions and most unwillingly. It is also true that in many coun- 
tries, notably in the Orient, men engaged in foreign trade have 
found themselves either deprived of their usual European banking 
accommodation, or obliged to pay for it at so high a rate that they 
have ultimately preferred.to go direct to the United States for the 
loans they have sought, rather than to obtain them through a 
British bank, which in effect transferred them to the United 
States. In this connection, one or two interesting commercial 
developments should be noted. In certain classes of trade, involv- 
ing well-known Eastern products, London and other European 
cities have acted as distributing points for no good reason except 
that in the past custom has made these points the headquarters of 
the business. Incidentally, financial connections have been devel- 
oped there, and the business, once started, has become definitely 
settled at those points. Thus, for instance, London was at one time 
the center of the hemp trade of the world, distributing that article 
to other nations, and even, it would appear, at times routing 
shipments from Manila through the Suez Canal to points of 
consumption in the United States, transportation rates being varied 
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to correspond. There would appear to be a tendency today to re- 
arrange these more or less artificial conditions of international 
trade, and to shift the center of business, in some particulars at 
least, to the United States. Undoubtedly, again, the sugar trade 
of the world may be greatly affected by the war, and American 
prices may continue to be controlling factors to an extent not 
previously possible. Wherever this kind of industrial control is 
transferred to the United States for good and sufficient reasons, it 
will be possible for our bankers to hold the financing of the business 
provided they are able to meet foreign competition. Wherever, 
after the war is over, the older conditions of distribution and con- 
sumption are restored, it may be expected that the financing of the 
business will likewise slip back into its older channels. How far 
such restoration will be probable in various lines, it is not possible 
to assert with confidence. The fact that foreign countries, 
notably Great Britain, are in so strong a position of control with 
respect to transportation rates, will undoubtedly prove a severe 
handicap to the United States in holding the business. Another 
factor worthy of special note in this connection will be found in 
the extent to which the United States is able to build up, with such 
countries, a regular and stable export and import business. The 
oriental nations which have in the past looked to Great Britain and 
Germany for their financial resources have not done so primarily 
because of minor differences in discount rates, but because they 
were habituated to regular trade with those countries, while their 
trade with the United States was less regular and less well estab- 
lished. It is too much to expect that a country which is shipping 
goods to, say, Germany, and which does but little business with 
the United States directly, should do its financing in the United 
States. That would assume both a greater keenness of competi- 
tion, and a more complete freedom from the dictates of creditor 
nations as to where purchases should be made, than probably exist, 
or can exist, in the future. If, however, the trade which Americans 
are now building up with such countries can be held and continued 
on a steady and normal basis, it will be fair to expect that our 
bankers may successfully retain their present position in financing 
the general export and import operations of such countries, or in 
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other words, that they will not be at once displaced by European 
bankers. This phase of the question evidently also depends, 
therefore, upon such general considerations as the rates of discount, 
and the nature and direction of the foreign trade which will exist 
after the war is over. 


IV 


From what has preceded, it will have been seen that, in addition 
to the special factors applicable to different branches of our foreign 
trade, there are certain elements which must be regarded as of a 
general or universal importance in determining the direction of 
post-bellum business. The most important of these, as already 
incidentally observed, is the extent of our export trade itself. In 
other words, what, at the close of the war, is to be the status of 
American foreign business? The importance of this question is 
recognized when we realize that the existence of a steady and 
active foreign trade is practically inevitable as a foundation for the 
establishment of a regular discount market, and that this foreign 
business must be of a diversified character, well distributed both 
as to the nature of the goods with which it deals and the countries 
to which it is sent. Fundamentally, therefore, some answer must 
be made to the question, What is to be the probable future of 
American exports ? 

There was a time immediately after the commencement of the 
European war, when it seemed as if there would be merely a mush- 
room growth in American export trade, involving first of all the 
shipment of great quantities of foodstuffs to meet the requirements 
of the belligerents, and consequently the shipment of great quantities 
of munitions of war for the same purpose. It was easy to see that 
a period would speedily follow when both of these classes of demand 
would disappear—that for foodstuffs because of the restoration of 
the usual channels of supply, and that for munitions because of the 
ultimate suspension of hostilities. A great change has been wrought 
in the situation by the gradual restoration of the sources of food 
supplies abroad, and by the development of the munition-producing 
capacity of the belligerent nations. Foodstuffs now play a relatively 
less important part than at first, and the overwhelming amount of 
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munitions exported, which for a time was characteristic of our 
foreign business, has now been cut to more normal proportions; 
yet the volume of exports has fallen off but little, and this because 
of the steady development of trade with neutral nations. Belliger- 
ents have more and more tended to economize in the purchase of 
foreign luxuries, and have tended more and more to produce their 
own supply of munitions. Neutral nations have consequently 
been unable to get from the belligerents the quantity and quality 
of goods which formerly came to them. They have therefore 
turned to the United States, and our exports to Canada, South 
America, and sundry oriental countries have greatly increased. 
Simultaneously with this condition has come about the gradual 
development of imports toward a sounder situation, and a rapid 
expansion of domestic demand, which has produced the general 
condition of prosperity now familiar in the United States. Alto- 
gether the export trade has developed satisfactorily, and on a 
far more stable and normal basis, giving promise of far greater 
soundness for the future than could have been predicted a year 
ago. Thus far, the prospects in this field are good. What will 
happen later is, however, another matter. It is evident that, after 
the war is over, we shall be faced by exactly the same problems of 
competition, in a large sense, as before. The question will be 
whether we can hold the general and diffused export trade which 
we shall have built up with a great number of foreign countries. 
To some extent, this question will be independent of prices, as in 
the case of American patented articles, sold at fixed prices through- 
out the world; but in the main the question of prices will be 
fundamental. In the meantime, we are working in the United 
States toward an unprecedentedly high cost of production. 
Prices are now higher for most staple articles than ever before; 
wages are certainly far higher. The only element in the cost of 
production which has been distinctly reduced is the charge for the 
use of short-term capital, which has been phenomenally low. Let 
this tendency to high cost continue, and we shall find it the greatest 
of all handicaps after the war is over. It need not be expected, as 
some seem to expect, that the depleted countries of Europe will 
immediately be able to send out a flood of very cheap goods, able 
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to expel American products from every part of the world. Neither 
is it true that cost of production in foreign countries will have 
failed to increase. The item of taxes alone will constitute a heavy 
handicap to the foreign producer. The existence of bad currency 
conditions in foreign countries, and the unfavorable rates of ex- 
change, will likewise handicap those who wish to engage in active 
competition with the United States. Nevertheless, it is evidently 
true that we are today tending toward the establishment of a high 
level of prices, and a high domestic cost of production that must 
therefore seriously interfere with our retaining the foreign markets 
which have been forced upon us without any effort upon the part 
of our manufacturers. It will be for our producers to determine 
whether they can and will meet foreign competition, and so retain 
the field of operations with which they have been provided. If 
they will not arm themselves against foreign competition, they 
must expect a material decrease in their sales, resulting in a corre- 
spondingly large reduction in the extent to which they will be able to 
direct the financing of business through American institutions. 
Another and equally large and important problem to be disposed 
of in this same connection is the question of capital. At the restora- 
tion of peace, will American markets be in a position to maintain 
their ascendency in the supply of capital, as compared with foreign 
markets? At the present moment, they are notably superior in 
this respect. Will such superiority last? It may seem at first 
sight absurd to suppose that there could be a shortage of capital 
in the United States, corresponding to the shortage which will 
exist abroad, when the exhausted belligerents have laid down their 
arms; but a closer analysis shows that the idea is not as absurd as 
might appear at first sight. We may, for example, practically turn 
over our capital to foreigners. This has already been done in the 
case of the Anglo-French loan and other loans, which resulted in 
our transferring to belligerents actual control of a corresponding 
volume of fluid capital. We might have rendered an equal amount 
of relief by taking over from the would-be borrowers their financing 
of international trade, thereby enabling them to finance their own 
necessities for war; but this method at the time was too indirect, 
and too little understood to be adopted, while British bankers 
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would not of course have considered it favorably, except in the 
event that all other proposals had failed. Since the consummation 
of the Anglo-French loan there has, as we have seen, been a steady 
transfer of the burden of financing international trade to American 
banks. The fact nevertheless remains that we have taken up in 
the United States, not only the Anglo-French loan, but several 
hundred million dollars in other loans, and have in a corresponding 
degree transferred our available fluid capital to those who were 
responsible for issuing these loans. A continuance of this policy 
may result in still further reducing our holding of fluid capital at 
the end of the struggle. It is also possible that with the stimulus of 
high prices and prosperity, American business men may be led to 
overdevelop enterprises of doubtful productiveness. When the 
war is over, they may easily find themselves saddled with heavy 
fixed investments, which cannot, for many years, become produc- 
tive. The mere fact that individual owners of such plants may 
have been compensated for their investments does not affect the 
situation greatly; for it remains true that the funds needed in 
establishing these enterprises have been definitely disposed of and 
diverted from any other economic use. It is entirely conceivable— 
indeed, some serious symptoms are already evident—that at the 
close of the war a considerable part of our capital may be tied up 
in fixed and non-available investments. To that extent, our capital- 
supplying power and the liquidity of our banks will have been 
decreased, and our capacity to keep the rate of discount low will 
have been reduced. To the extent that these factors are allowed 
to become operative, our competitive power will be lessened, and 
we shall be unable to meet, as we might otherwise have met, the 
competition of other nations. 

If, in the meantime, we shall have remained content with the 
temporary prosperity now flooding the United States, and shall 
have failed to familiarize ourselves more thoroughly with the use 
of modern methods of financing international trade, through the 
skilful establishment of foreign connections—either branches of 
American banks, or well-fortified agents and correspondent insti- 
tutions—we shall be still further hampered in our attempt to hold 
what we have. If, on the other hand, the tendencies to inflation, 
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now evident in so many quarters, can be checked, and if the steadily 
mounting cost of production evident in most lines can be curtailed, 
while rather more attention is paid to the improvement of banking 
and financial methods, we may expect to enter upon the struggle 
which will inevitably open at the close of the European war with 
good reason to expect success. The situation is really one that 
rests in our own hands, and calls for a decision as to how we shall 
employ our funds in the future, as well as with regard to the position 
we wish to occupy in the general world-community of banking and 
finance. Unfortunately, it is not possible to obtain a consensus of 
opinion on these points at any given time, and thereafter to enforce 
it by mere act of will, as the individual resolves upon the course 
which he himself determines to pursue. We can only point out 
certain lines of action which, if sustained, will assist in the attain- 
ment of the object referred to, and certain other lines the results of 
which will, with equal certainty, tend to defeat the objects so held 
in view. 


V 


What are the conditions and courses of action thus referred to 
which must be resolved upon by the bankers and financiers of the 
country if they desire to secure the pre-eminence of this country 
as a financial and banking center or market? First of all, as has 
been already suggested, is the necessity of maintaining a liquid, 
safe, and conservative position on the part of the banks. This 
involves a consideration of the status of the federal reserve system 
and its services. Undoubtedly, the low rates of discount which 
have prevailed throughout the United States have been in no small 
measure the result of the workings of the federal reserve system. 
This view is so generally admitted as to require little explanation 
or support. Undoubtedly also the release of reserves which has 
resulted from the inauguration of the federal reserve system, 
coupled with the low rates of return realized by many bankers 
upon their fluid funds, has led to an anxiety upon their part to 
invest amounts in ways that have not been wise, when considered 
from the standpoint of general banking policy. The better-informed 
bankers have been diverting their spare funds into the remunerative 
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field of foreign trade, but many of the smaller and less well-informed 
members of the banking community have tended frequently to the 
investment of their resources in long-term securities, and this tend- 
ency is still at work. It remains for the rank and file of American 
bankers to determine whether they are willing to conserve their 
strength against the inevitable moment of severe competition with 
foreign countries, when there will be demand for all the support that 
they can supply, and when the profits to be reaped will more than 
make up for temporary sacrifices made in the meantime. It would 
be entirely possible to inflate the credit structure of the country 
to such an extent, and to allow our available funds to become 
involved in such a way, as to lead directly to stringency when the 
conditions of world trade change, and correspondingly to impair 
the power of maintaining payments for the time being. If, at such 
a time, the federal reserve system were compelled to bear—as it 
would be—the whole burden of maintaining the fluidity of the 
banking system of the country, including non-member as well as 
member banks, its capacity for meeting demands and for stablizing 
rates would be correspondingly reduced. No amount of gold 
which it might have accumulated would at such a time serve to 
offset the burdens which would be thrown upon it. To regard it as 
an emergency organization to be joined only upon the occasion of 
difficulty, by institutions which in the meantime may be chiefly 
engaged in inflating their own operations, would be to deprive 
the American banking community of the essential advantages of 
co-operation, and of the liquid condition growing out of that co- 
operation. As against such a policy may be considered that of 
proceeding in the effort to convert the paper of the country into 
liquid forms, developing so far as practicable the bill of exchange and 
trade acceptance, eliminating loans practically intended for capital 
purposes, and, under the leadership of the federal reserve banks, 
consolidating the banking resources of the country. It will thus 
be possible to develop a real discount market controlled by the 
operation of the reserve banks themselves, through their holding 
of a considerable quantity of bills to which they may add, or from 
which they may subtract, as circumstances require. The adoption 
of such a policy will find the banking community at the close of the 
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war in a position to present a united front in competing with the 
highly centralized systems of banking and finance existing in foreign 
countries, whose operations will undoubtedly be restored to their 
original effectiveness as soon as possible after the war is over. It 
is probably true that the pursuit of a policy such as that just out- 
lined and involving the elimination of long-term loans, the con- 
verting of non-liquid forms of paper into liquid forms, and the 
general conservation of the liquid funds of the community, even 
at the cost of immediate profit, will entail a considerable temporary 
sacrifice of possible profit. It is, however, upon just such sacrifice 
that the maintenance and development of the banking and financial 
strength of the country will depend. It should be borne in mind 
that the close of the European war will present to the United States 
a situation and an opportunity perhaps never before known in 
economic history, but that the time during which this opportunity 
will continue to be presented will necessarily be short. The esti- 
mates of some capable economists suggest that, however great the 
destruction of capital during the war, the restoration of conditions 
of competition substantially similar to those which existed before 
the outbreak will, at most, be a matter of but a few years. It will 
be during that short period that the American financial community 
must demonstrate its capacity to avail itself of the new openings 
so unexpectedly placed before it, and to do so through the use of 
resources whose conservation is now clearly to be urged. 


H. PARKER WILLIS 
WasuinctTon, D.C. 





AN APPEAL TO “THE SOBER READER” 


In the April number of this Journal Professor H. J. Davenport 
pays me the distinction of a record-breaking fifty-page review of my 
Economic Principles. 1 have no intention of entering upon a dis- 
cussion of the merits of the theoretical issues thus raised, but would 
claim enough space to correct a few of the very serious mis- 
statements of my position. 

The whole structure of his adverse criticism is built upon the 
assertion that I have confused my definitions, especially those of 
value and price. It is impossible to make a gun blunder-proof, 
for, if one points the muzzle at his head and pulls the trigger, he is 
liable to be hurt. And it is equally impossible to frame a definition 
that may not produce fatal results if some critic reverses its mean- 
ing. So, in this case, after nearly two thousand words of examples 
of alleged confusion in my use of the terms value and price, my 
reviewer calmly remarks: “ Possibly, then, many of the perplexing 
shifts and interchanges of the meanings of terms could be explained 
by a careful noting of the changes in the point of view,” i.e., as he has 
just said, “‘between the individual aspect of the problem of choice 
(subjective value), . . . . and the commercial or price aspect”’ 
(p. 331). Most emphatically, not merely “many” but substan- 
tially all the cases could be thus explained, and they would 
thereby cease to be perplexing shifts. The “gratuitous confusions” 
that the critic has found are those he has himself made by con- 
veniently substituting his own concepts of value and price for those 
he is criticizing. To ignore the aforesaid distinction leads to the 
formidable array of nonsense which the reviewer has sought (in 
current phrase) to “wish upon” me. But with this distinction 
made, a great mass of traditional confusion can be cleared away, 
much of which, unhappily, still finds lodgment in the reviewer’s 
mind. 

My definition of the term utility is condemned by Davenport 
as another departure from current usage. For himself, he is 
“‘content,” he says, with the definition of utility in the sense of 
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“mere desire” (p. 320). It is true that, as the result of the Ben- 
thamite influence, the word utility came to share that meaning 
in English economics. But this innovation incurred the penalty 
of ambiguity, and the meaning continues to be out of accord with 
usage both in popular speech and in other sciences, where utility 
connotes, more generally, effectiveness for survival and welfare, 
quite apart from any desire or knowledge on the part of the indi- 
vidual.* The concept of utility employed by me is therefore 
not “peculiar and novel,” as my reviewer thinks (p. 318). Neither 
is the idea in utility, as I use it, psychological, or hedonistic, or 
ethical, as he asserts and thereupon waxes merry (pp. 318—19). 
Now, he might change his indictment from novelty to lack of 
originality, if that would amuse him.” 


*Innumerable examples might be cited: e.g., see Titchener, A Textbook of 
Psychology, p. 159, for the explanation of the origin of tickling ‘on the ground of 
utility”; and see Darwin, Origin of Species, for many passages where use and utility 
are connected with ideas of benefit to the species, welfare, survival, service to the 
race, etc., entirely free from any psychological or ethical connotation. In all these 
cases the only choice implied is of the impersonal sort made by the forces of nature— 
natural selection. Utility, either biological or sociological, thus used, means a fact, 
not a desire—a fact which remains so whatever be the wish or judgment of men 
individually or collectively. 

2 The truth is that the utilitarian terminology vitiated the English translations 
of the Austrian economists’ writings. Davenport is still (as in some measure we all 
have been) the victim of this confusion. He asserts that “marginal utility is inter- 
changeable with subjective Wert (worth) in the Austrian terminology” (p. 324). 
And again he says: “‘The Grenznutzen of German usage is merely marginal utility— 
subjective worth” (p. 326). That is, Wert=marginal utility=Grenznutzen=sub- 
jective worth. Boehm-Bawerk says that the keystone of his “theory of value”’ 
(English tr., p. 149) is the proposition: ‘‘Der Wert eines Gutes bestimmt sich nach 
der Grésse seines Grenznutzens”’ (Positive Theorie, 2d ed., p. 158). Taking Daven- 
port’s equivalents as above, this would be translated: The subjective worth of a 
good is determined by the amount of its subjective worth; or, if you prefer, the mar- 
ginal utility of a good is determined by its marginal utility. Undoubtedly, however, 
Wert and Nutzen have different meanings in German. William Smart has rightly 
translated Wert as value, but Davenport says that here it should be worth, and he 
proposes to translate “the German Wert into worth and value according to the par- 
ticular occasion” (p. 326). The German Wert, I maintain, is always best translated 
as value (a quality), whereas a valuation is a Wertschditzung. Smart’s translation 
of Grenznutzen is “marginal utility.” But general analogy as well as the context 
shows that Nuézen in the Austrian theory means not an abstraction, utility, but 
use in the concrete, in a particular application (Verwendung) of a thing, as in 
Boehm-Bawerk’s well-known example, the use of a bag of grain for feeding a parrot. 
In the Austrian theory it is recognized that there are various concrete uses possible 
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Davenport deplores the small place allowed in my discussion to 
utility (p. 318)... He asks with concern (p. 321) what I have 
offered to take the place of the word which I am “trying to get 
along without” (p. 323). He says: “He dismisses the term 
utility from the price analysis; but, once rid of it, succeeds in 
finding nothing in its stead” (p. 325). The reply to this is, I dare 
say, obvious to every reader who approaches the book with a desire 
to see what the author means. In most connections it is the word 
use that in my treatment expresses the operation of an object, 
in any particular application, as in German it is the word Nutsen. 
The word use, in this more concrete sense, occurs continually in 
my treatment, and it is analyzed with particular fulness in chaps. 
ix-xv. This I venture to believe is “a new statement” of the sub- 
ject (with humble apologies to Professor Davenport, who objects to 
that phrase, and with modest appreciation of the fact that the word 
use is derived from the Latin and was not invented by me). 

It could not be expected that a critic who has so distorted the 
elementary conceptions in the book would be able to interpret 
in a manner helpful to readers the larger problems in it. Daven- 
port devotes ten pages (pp. 333-43) to my views on cost of pro- 
duction—as much as is given to the theoretical aspect of the subject 
in the book itself. Again I must warn the readers that my views 


for any unit of a stock of like goods. Each of these possible uses has a certain 
importance to the economic subject under particular conditions, and, according as he 
estimates this importance, the good takes on an abstract quality, Wert, in his eyes. 
There is, despite Boehm-Bawerk’s half-confessing later attempts (see Positive Theorie, 
3d ed., 1912, pp. 310-30) to explain it away, a flavor of utilitarian calculation about 
this, which, when he first wrote, was inevitable; but that does not concern us just 
now. Smart’s translation, however, does not do full justice to the thought, and 
Davenport’s proposed amendment of the German language would render confusion 
worse. It may be added that in the American Economic Review for December, 1912, 
I presented a detailed historical study of the terminology of price in its relation to 
value. The Austrian terminology was there particularly discussed. In a personal 
letter to the writer the now lamented Boehm-Bawerk expressed unqualified approval 
of the conclusions in that article. 

* Davenport by implication attributes to me the authorship of the phrase “the 
paradox of value’”’: “this, one might, with Fetter, well call the ‘paradox of value’ 
were it, in fact, more than a mere confusion of utility with value” (p. 323). This 
phrase (with the conception) of course is von Wieser’s. Davenport may, therefore, 
be left to settle with von Wieser the confusion between utility and value in the Werth- 
paradoxie (Der natirliche Werth, p. 27). 
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are not correctly represented. In the main, Davenport seems to 
approve my treatment (“cost is rightly presented,” p. 333), but 
seeks to show that the Simon-pure doctrine of opportunity cost is 
at certain points “‘repudiated”’ (p. 332), or is ‘‘defectively applied” 
(p. 333). Opportunity cost is a favorite theme of Davenport’s. It 
was an important feature of his Value and Distribution, in 1908. 
He there recognized that it was “everywhere implied in economic 
discussion’”’ and had been “given adequate formulation” by 
David I. Green in 1894, who had suggested the term. Despite his 
faith that everyone else believes it, he is convinced that I do not, 
and he declares that I hold “the cost price of each item employed in 
any one commodity .. . . to be the price which it would command 
if used in ministering to the demand for some alternative product”’ 
(p. 336). He seems, nevertheless, to think that this is about right 
in most cases, “but,” he exclaims, “suppose an agent or instru- 
ment can be used in only one particular line of production, the line 
in which it is actually used.” At this point he seeks to force upon 
me the doctrine that ‘‘only money outlays would bear upon the 
case’’ (p. 340) of the selection of an occupation or of the choice in 
using material agents. He believes this view, however, to be out 
of harmony with my whole doctrine of choice and of psychic 
income, as indeed it is. He cites a number of examples to prove 
what my fundamental doctrine is, and he might have multiplied 
them many fold. But instead of aiding him, as they should, to a 
fair interpretation of my view, they serve merely to excite his 
immoderate derision of what he imagines to be my inconsistency 
(p. 340). 

But where does he find evidence that is sufficient, in his judg- 
ment, to contradict the whole tenor of my economic philosophy ? 
Some words are culled (p. 339) from a portion of my book (p. 350) 
where I was showing the various meanings of cost, popular and 
inexact. The particular words which seem to be taken as my 
repudiation of the doctrine of choice are these, just as quoted by 
Davenport: ‘In business . . . . cost of production is money cost 

. merely the sums of money paid out by the producer” 
(p. 339). Unfortunately for scientific accuracy, this quotation is 
so selected as to convey an entirely false impression. The full 
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sentence in my book (p. 350) is: “The sense in which cost is mostly 
used in business in the common phrase ‘cost of production’ is money 
cost. It expresses not the pain of the laborer in doing the work, not 
the sacrifice of the owner of the capital in saving the money, but 
merely the sum of money paid out by the producer.” In the 
section following I further pronounced these ideas to be superficial 
and contrasted them with more fundamental ideas. Could there 
be a more complete (I do not say deliberate) perversion of an 
author’s meaning ? 

Davenport quotes other passages (p. 336) in the attempt to 
show that I hold that the only ‘‘cost price” that influences the 
enterpriser’s action is ‘‘the price which [each item] would command 
if used in ministering to the demand for some alternative product.” 
A careful reading of the passages which Davenport quotes is the 
best corrective of the twisted interpretation he gives to them. It 
is plain, when the word value is taken in the sense of my definition, 
that I am presenting a value-equilibrium theory, not an alternative- 
price theory, of enterpriser’s action. I do not say (as he seems 
to allege in a long discussion, the consistent purport of which, I 
must confess, is not always evident to me) that the value of an 
item to the enterpriser is determined merely by the price it will 
bring in an alternative use, but I do say that it is determined “in 
view of the whole situation’’; “‘under the marginal rule in all its 
applications” (not in another use merely); “in the totality of its 
products.”” In some cases, however, as is recognized in my dis- 
cussion, the alternative use may be the more valuable use, and this, 
appearing in the concrete form of a higher price (quantum of other 
goods), would divert the agent to the other use. My statement, 
‘products of a higher value outbid and exclude those of a lower,” 
certainly does not mean that products in an impossible use are the 
determining factor for the value in the actual use. Again, there 
are some cases where there is no alternative use and others 
where the price of an alternative use is no fair index of what the 
item can be made elsewhere to yield. I am not saying a word 
here for the purpose of arguing the merits of this theoretical 
question itself, but merely to show that my views are not as 
represented by Davenport. 
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I had hoped to find in Davenport’s discussion of my interest 
theory, if nowhere else, some evidence of an attempt to state my 
views fairly before criticizing them. But the case here is worse 
(if that is possible) than in the matters before discussed. It should 
be understood that as far back as 1904" I limited my use of the term 
interest to its earlier meaning of a contractual price paid for a loan 
in terms of money, and have usually denominated as the problem of 
time-preference, the more subtle subjective aspect of the choice of 
goods with reference to time.? In my view, as interest (thus under- 
stood) arose long subsequent to general time-preference and to 
extensive capitalization of durative goods, so it follows logically a 
discussion of those problems. The payment of interest, as I con- 
ceive of it, begins and continues as a relatively superficial aspect of a 
general value and price? situation in a community. This is merely 
by way of restatement of something that surely is understood by 
Davenport. In accordance with this view I treat the more indi- 
vidual, the value, aspects of the problem in earlier chapters on 
time-preference (chaps. xx and xxi), then proceed to discuss the 
function of money and the process of capitalization involved in 
buying and selling goods and incomes (chaps. xxii and xxiii), and 
finally come to saving and borrowing and the problem of interest 
on loans in terms of money (chaps. xxiv and xxv). 

In view of this it is hard to explain how Davenport could base 
pages of discussion of my interest theory entirely on passages 
extracted from the chapters on time-preference (see p. 344) which 
come long before the word interest has occurred in my text. He 
declares (p. 343): “It is directly and immediately by the bearing 
of this element of time upon the desires for goods that Fetter con- 
structs and substantially completes his explanation of interest” 
(p. 343). “‘Were, indeed, interest the mere fact of time-preference 
[implying that this is my view] and were, indeed, the actual interest 
fact a case of mere time-preference on goods” (p. 344); “Interest 
is, therefore, presented as itself the demonstration of the fact that 


* The Principles of Economics, p. 131. 
2 See my article in the American Economic Review, IV, March, 1914. 


3 Each of these words has its special significance, be it noted. 
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‘powerful and universal influences work in favor of present grati- 
fication’” (p. 344, referring to Economic Principles, p. 240, fifty 
pages before I have entered upon the discussion of interest). 
And again, indulging in sarcasm at some comparisons I have made, 
in the chapter on time-preference, between animal and human 
behavior, Davenport reproves the writer for not confining “atten- 
tion to his actual problem—why in a human society . . . . money 
loans command their rate or rates of money interest” (p. 345). 
I submit that this was not at that point (where the word interest had 
not yet been mentioned) my actual problem, and that it is laying 
it on rather strong for a critic to advise an author how he ought to 
have treated the subject at the very moment that the critic is refus- 
ing to see how, or is misrepresenting to his readers the way in 
which, the author has treated it. There are other burlesque 
statements of my idea of interest in the article, but these examples 
suffice to show that my reviewer has given no discussion of it that 
would be worthy of a moment’s attention on the part of any reader 
except for amusement. 

Despite his many misrepresentations, I express entire con- 
fidence in the honesty of my critic’s intentions, even though to do 
so comes near to making an overdraft on the bank of Christian grace. 
The mystery of his performance is not so deep when one considers 
that it was my sad duty to review unfavorably in a number of 
respects, his last book, The Economics of Enterprise,’ a task which 
I undertook with the friendliest purpose, in the expectation of 
rendering a favorable opinion. Alas, scratch a cold-blooded 
scientist, and it is a hot-blooded debater who bleeds. The review 
before us is very evidently pervaded from first to last by feeling 
rather than by intellect. It expresses resentment, not judgment. 
It therefore may be interesting, but cannot be illuminating. It 
might have been in some measure profitable if Davenport had 
undertaken to reply earlier and more directly to the very specific 
objections which I presented to some of the doctrines in his book. 
In the two years that have elapsed he has not done so in any way 
except now, by indirection, in this review of my book. Haec fabula 
docet, that he who hopes to publish a book lives in a glass house. 


* Journal of Political Economy, June, 1914. 
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I acknowledge the brickbats. But if such a method of retaliation 
is permitted to be sought out by offended authors, the average 
quality of economic reviewing (which after all, is not so bad, but 
of which Professor Davenport, more than anyone else among Ameri- 
can economists, has in the past frequently and loudly complained) 
will sink to yet lower levels. 

Professor Davenport raises certain personal questions in a note 
at the close of his review. In his last book he evoked astonishment 
(1) by his indictment of all contemporary economics (except his 
own) and (2) by cutting himself off from any relation with the 
modern school of theorists with which his name was generally 
connected. 

As to the first, the evidence with citations is abundantly 
given in my review," to which I refer the reader. His denuncia- 
tion was violent in tone. But what was worse, it involved very 
false assumptions as to the opinions and the spirit of work of con- 
temporary economists. It is gratifying to note the entire absence, 
in this review, of the repetition of any such sentiments. This 
indicates some change of spirit, and rewards my not unkindly meant 
strictures, if these aided in any way in bringing him to a juster 
recognition of his relations and duties to the guild of social econo- 
mists. 

In regard to the modern theory, he professed repeatedly in his 
book to be conservative, as in respect to practice he had declared 
himself most radical. With a certain exaggeration of the hope 
of others, he declared himself “‘entirely out of sympathy” with his 
fellow-workers “whose hope rests solely in building entirely anew” 
(Preface, p. v). At the same time he condemned, as if they were 
held by all contemporary economists, theoretical opinions that are 
cherished only by the conservative upholders of the Ricardian 
traditions. I did, indeed, take him to task for thus misrepresenting 
others and cutting himself off from those with whom were shared 
many, though happily not all, of his opinions. He now impliedly 
admits, however ungratefully, the truth of my contention that many 
of the features of his doctrine—the sounder ones, we trust—belong 

* Journal of Political Economy, June, 1914, pp. 562-65. 

2 For evidence with citations, see my review, June, 1914, pp. 550-52. 
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to the modern theory which he there rejected. He now sets forth 
a just, if not penitent, doctrine of the community of scholarship, 
and of the give-and-take of minds, that is in pleasing contrast 
with the isolated policy of the book I had the ill fortune to review. 
Indeed, the emphasis now is upon the opposite and better thought 
of the solidarity of the modern theory, with a willingness, even a 
desire, to be accounted a contributor to it. 

His change of attitude sufficiently justifies my criticism, but 
unfortunately he has misread its letter and spirit. His declaration 
that I complained because he had denied me “proper credit” 
(p. 360) cannot be supported by a single phrase in my review, 
reasonably interpreted. My only statements that could possibly 
be twisted into such a meaning, even by a twisting genius, refer to 
his effort to cut himself loose from responsibility for and connection 
with “the modern theory,” as just shown in the last paragraph. 
I condemned, rather than complained against, his new attitude 
toward his fellow-economists, but I was not concerned then with the 
authorship of particular doctrines or with the credit due to par- 
ticular persons. 

His reply to the charge which his imagination conjured up is 
an ingenious mixture of the argumentum ad hominem, and ex post 
facto. What if he did deny credit to me in 1913; have I not been 
guilty of the same offense in 1915? And, further, he did not deny 
credit to me nor anyone else in 1913, because he gave generous 
credit to everyone in 1908, which, as he withdrew it in sweeping 
terms in 1913, he naturally did not think it necessary to repeat. 

I am happy to add that there is in preparation, to accompany the 
Economic Principles, a bibliography which has been delayed by 
the work on Vol. II. When it appears, due reference to Professor 
Davenport’s earlier services to critical studies will be made, so far 
as such references may be pertinent in an elementary textbook that 
is in no wise controversial in treatment. This will be done in 
accordance with the new authorization he has just given to count 
him again as in sympathy with the modern theory—unless he, in the 
meantime, again repudiates any connection with it. 

The reading of Davenport’s alleged review of my Economic 
Principles may reveal much of the reviewer’s processes of thought, 
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but worse than nothing of my doctrines. The evidence of this 
that has already been given might be multiplied in detail. The 
readers who may be interested to know what is in my book are 
invited to go direct to it to form their judgments. They will find 
many matters plain which the reviewer has involved in obscurity. 
In his Value and Distribution, he demonstrated critical talents of a 
high order. His recent caricature of the ideas he was reviewing 
must make us ask whether we moderns usually torture as badly as 
this the theories of the departed worthies, or whether, perhaps, an 
author cannot hope for a fair interpretation until he has become 
“‘a dead one.”” Certainly Davenport has added a new terror to the 
grave if economists must expect their thought to be mangled in this 
way after they are no longer able to raise their voices in protest. 


FRANK A. FETTER 


PRINCETON UNIVERSITY 








NOTES 





FEDERAL RESERVE CHECK CLEARINGS AND COLLECTIONS 
Check clearings and collections by federal reserve banks are about to 
become general, under the terms of an important circular issued May 1 
by the Federal Reserve Board. The Journal of Political Economy, in 
April, 1915, published a general outline of a voluntary reciprocal plan of 
clearings on a basis of immediate credit and debit, which was adopted by 
all the federal reserve banks except those at Kansas City and San 
Francisco, the Kansas City bank continuing to operate under a plan of 
immediate credit and debit, with all member banks in its district in- 
cluded, and the San Francisco bank undertaking to inaugurate a volun- 
tary reciprocal deferred credit and debit plan. Operations extending 
over almost a year have proved the voluntary reciprocal plan imprac- 
ticable, because of the reluctance of member banks to enter a system of 
collections through which only a relatively small proportion of their 
items could be handled, and action looking to the broadening of the 
check-collection activities of the federal reserve banks has become 
manifestly necessary. This is the more true for the reason that on 
May 16 the third instalment of reserve deposits was turned over to the 
federal reserve banks by the member banks, thus reducing balances 
carried with correspondents which have served as compensation to the 
latter for acting as check-collection agencies, and pointing to the time, 
not far distant, when only money in vault or on deposit with a federal 
reserve bank may be counted by member banks as legal reserve. 

The plan, which the Federal Reserve Board announced would be 
placed in operation about June 15, and has since deferred to July 15, 
was adopted under the power conferred by section 16 of the Federal 
Reserve act to require each federal reserve bank to exercise the function 
of a clearing-house for its member banks. The plan is not mandatory 
or compulsory upon the member banks, and any member bank may 
use or not use, as it wishes, the facilities to be offered by the federal 
reserve banks in the way of check collections. It does, however, con- 
template furnishing, to member banks which desire the privilege, collec- 
tion facilities at least equal to those furnished by correspondent banks. 

Procedure under the plan will be very similar to that at present fol- 
lowed by commercial banks in large cities. Each federal reserve bank 
will receive at par from member banks checks drawn on all member 
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banks in the same or other federal reserve districts, and also checks drawn 
on non-member banks, although at the beginning checks drawn on non- 
member banks will be received only when they can be collected by the 
federal reserve banks at par. Similarly, each federal reserve bank will 
receive from other federal reserve banks checks drawn on banks in its 
district. The federal reserve banks will give immediate credit upon 
receipt of items, but, as is the practice in most of the large check-collecting 
banks of our cities, they will not consider the proceeds available to be 
checked against until collected. The checks will be forwarded direct 
to the member banks upon which they are drawn or, in the case of checks 
on non-member banks, to banks through which they can be collected at 
par, but the member banks’ accounts will not be charged until sufficient 
time has elapsed for advice of payment to be received. In payment for 
items received from its federal reserve bank, a member bank may either 
authorize the federal reserve bank to charge the full amount of the items 
to its account, or may ship lawful money or federal reserve notes to the 
federal reserve bank at the expense of the latter. 

A very important underlying principle is definitely dealt with in the 
circular by the Federal Reserve Board, which, in establishing the rule 
“that ‘uncollected funds’ in the hands of a reserve bank cannot lawfully 
be counted as reserve either by the member bank or by the reserve bank,” 
has, while opening the way to clearing operations by federal reserve 
banks on a large scale, safeguarded banking reserves from impairment in 
the process. A member bank which draws against uncollected funds 
with the federal reserve bank will be charged as for an impairment of 
reserve, the extent of such impairment to be determined by analysis 
of the member bank’s account. 

Important economies are expected to be effected in the total cost of 
check collection, through having checks reach the paying banks by a 
reasonably direct route and after having passed through relatively few 
banks; but it is not suggested that checks can be collected entirely with- 
out cost. The actual cost to the federal reserve banks of collecting 
items will be determined by each federal reserve bank, and member 
banks will be assessed a fixed amount per item. 

A most noteworthy feature of the Federal Reserve Board’s plan is the 
absence of an element of compulsion, which many observers have believed 
would have to be exercised to make the check-collection system of vital 
importance. The collection system is to be built up by using the excep- 
tional facilities which the federal reserve banks have at their disposal, 
to give to member banks a service as good as and better than can be had 
elsewhere. It is true that the federal reserve banks will expect member 
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banks either to remit at par for items sent them or to ship currency at 
the expense of the federal reserve bank, but this is a step which any bank 
may take, and which many country clearing-houses have actually taken, 
in order to secure remittances at reasonable rates. By its ruling that 
uncollected funds may not count as reserve, the Board appears to have 
avoided the danger of fictitious reserve, which has of late been an increas- 
ingly prominent and unsound characteristic of check-collection. 

One very important consideration in connection with the general 
question of federal reserve bank operations, and one which has been much 
neglected by those who have written or spoken on the subject, is the 
strengthening of the bonds uniting the federal reserve banks and their 
members which will be brought about by active and successful clearing 
operations. Until now, in most of the districts, almost the only member 
banks which have had direct communication with the reserve banks have 
been those having occasion to rediscount paper, and the majority of 
member banks seem to have looked upon the federal reserve banks as 
as emergency institutions. The Federal Reserve Board’s action in desig- 
nating the federal reserve banks to act as clearing-houses for their own 
member banks at once establishes a new and important relationship. 
Not only will the federal reserve banks be in a position to render services 
to their members which only the largest banks in a few of our large cities 
have heretofore been able to render, but it appears probable that the 
services will be rendered at a lower cost than ever before. In order to 
offset items coming against it, each member bank will no doubt find it 
advantageous to send items to its federal reserve bank, and, when the tide 
of exchange is flowing against it, will be glad to increase or maintain its 
balances with the federal reserve bank by discounting short-time paper. 

With the intimate relations thus established, and if, as it is fair to 
assume will be the case, the officers of the reserve banks treat their 
members with the same courtesy and consideration that is manifested by 
the officers of large city banks in their relations with customer banks, 
there can be no doubt that the effectiveness of the federal reserve system 
will be much increased. With the clearing plan in full operation, less will 
be heard of the federal reserve banks acting merely as emergency insti- 
tutions or serving as a costly means of insurance against infrequent and 
abnormal panic conditions. It will then be appreciated that these 
banks exist and are operated to render valuable service to their members 
and to the commerce and industry of the country in the every day 
operations of banking. 

Ray M. GIpNEy 

Wasuincton, D.C. 





